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The Public Accountant and Tax Practice 
By Rosert G. Donce, Esq. . 


REMEMBER a great many years 

ago, when some of you had not 
even reached the dignity of being 
C.P.A.’s, I was called upon to speak 
at one of your dinners. All I can re- 
member about that meeting is that 
one of your members made a speech 
and he praised a certain corporation 
very highly—a corporation whose 
shares were listed on the stock ex- 
change. He spoke of the splendid 
accounting records and endorsed it 
very highly. I went out the next day 
and bought a few shares of its stock. 
It was one of the few investments I 
have made which I have not re- 
gretted. 

The question of the proper rela- 
tion of accountants to tax practice, in 
certain aspects, presents as many 
difficulties as the question of when 
the war is toend. There is a debat- 
able field where the profession of law 
and the profession of accounting 
overlap, as everybody recognizes; 
where it is impossible to lay down 
a mathematical line of demarcation 
between the proper functions of the 
two professions. 

The case of Lowell Bar Association 
v. Loeb* is a very important decision 
and for the first time gives us some- 
thing to tie to, so far as it goes. That 
case, as you know, involved a con- 
cern that we were not interested in 
of itself, but which advertised to 
make out tax returns for laborers, 
workmen, etc., charging $2 for state, 
$2 for federal, or $3.75 for the two 
returns. It did a considerable busi- 
ness in different cities through about 
one hundred employees, one of whom 
was a lawyer and one of whom was 
an accountant, or claimed to be. We 
were very much concerned -with that 
case because of what the Superior 





Court had done with it. That Court, 
after an elaborate trial, issued a de- 
cree enjoining the defendants from 


advertising that they were prepared 


to do tax work, from practicing law 
in any respect and further—and this 
is where we were troubled by the 
language (we accountants)—they 
were enjoined from making out tax 
returns as a regular occupation for 
compensation and not as a mere oc- 
casional matter. That was a danger- 
ous order in that it would have vitally 
affected the public interest because 
it tended to throw into doubt the 
question whether certified public ac- 
countants could lawfully make out 
tax returns. 

The judge in his decision, which 
accompanied the decree, said the 
application of the law to the making 
out of’a tax return, which is a legal 
document, requires the intervention 
of a lawyer. That was a rather ex- 
treme conclusion and was the one on 
which the objectionable language of 
the decree was based. 

Accountants were very much con- 
cerned lest the Supreme Court affirm 
that decision, which would have 
worked havoc. I was very much in- 
terested in the case and found to my 
surprise what a mass of literature 
there is on the subject in decisions 
and in publications and pronounce- 
ments of the accounting societies 
and bar associations, all dealing with 
the question of where the work of 
the accountant ceases to be proper 
accounting work and becomes the 
practice of the law. 

We have statutes in every state in 
the Union providing that no one 
shall practice law except members 
of the bar. Some states undertake 
to define by statute what the prac- 


From Speech to the Massachusetts Society of Certified Public Accountants, Inc. { 
* The opinion of the Massachusetts Supreme Judicial Court in this case was reprinted in 
“The New York Certified Public Accountant” of February, 1944, at page 198. 
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The Public Accountant and Tax Practice 


tice of the law is, but it cannot be 
lefined accurately or sufficiently. 
The general provision that no one 
shall practice law unless he has been 
luly admitted to the bar extends to 
accountants when they pass out of 
what is strictly the practice of ac- 
countancy and do what would be 
called the practice of the law. 
What did the Supreme Court of 
Massachusetts say about it? I 
thought the decison was a wise one 
and one indeed which in general fol- 
owed what we had hoped for. It did 
not undertake to define the practice 
f the law or to lay down any rule 
by which one can say this is the prac- 
tice of the law; that is not. It can’t 
be done, as so many cases are close 
io the border line and each must be 
lealth with by itself. In the border- 
line cases the question cannot be put 
more definitely than to say, Have we 
come here to a point where there is 
a question which requires the weigh- 
ag of decisions of the courts, or a 
lificult question of statutory inter- 
pretation? There are various kinds 
i elementary questions of law which 
accountants may pass upon, but 
what do we do when we come to a 
question which manifestly requires 
the opinion of one skilled in the law? 


What did Judge Lummus say in 
his opinion? He said that the ju- 
dicial department is necessarily the 
sole arbiter of what constitutes the 
practice of the law. You can’t go 
to the legislature for a definition. 
The courts cannot and would not fol- 
low it. The legislature may impose 
penalties, but it cannot itself bind the 
court by any definition of what the 
practice of the law is. 


The court went on to say what 
tad not been so clearly said before: 
that it is not neceessarily the prac- 
tice of the law, when for compensation 
me gives advice that involves some 
element of the law or considers prob- 
lems or renders a service that re- 
jtires some knowledge of the law, 
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or drafts a document that has legal 
effect. We have a grant of permis- 
sion to laymen to deal with these 
matters although questions of law 
are involved. 

We come to the kind of a question 
of law that does require interven- 
tion by alawyer. The preparation of 
tax returns involves knowledge of 
statutes and regulations, but does 
not of itself involve practice of law. 
There is the architect, who must 
advise about zoning laws and build- 
ing laws, who is not practicing law 
in doing those things. The ordinary 
work of an architect involving ques- 
tions of law is not practice of law. 
Questions relating to zoning laws 
however may become real questions 
of law. The court refers to insur- 
ance men who must advise about the 
legal effect of insurance policies. The 
auctioneer is referred to because he 
often drafts memoranda of sales, etc. 
As to the accountants, many branches 
of their work involve questions of 
law. 

A sharp line cannot be drawn be- 
tween the field of the lawyer and 
that of the accountant. Some mat- 
ters lie in a penumbra, but any ser- 
vice that lies wholly within the prac- 
tice of law cannot lawfully be per- 
formed by any person not a member 
of the bar. In the penumbra all our 
difficulties lie and there we must be 
content with the absence of any clear 
mathematical line of demarcation. 
Plainly the commencement and 
prosecution for another of legal pro- 
ceedings in court is the practice of 
law. The examination of statutes 


.and decisions for the purpose of ad- 


vising upon a question of law and 
the rendering of an opinion thereon 
are likewise part of the practice of 
law. When we pass beyond these 
propositions, we enter debatable 
ground. 

The Court left undetermined three 
points, dwelt upon in a recent article 
in the Boston Bar Association Bul- 
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letin. First, the validity of rule 1 of 
the Massachusetts Appellate Tax 
Board relative to practice before it 
of accountants. 


Second, the similar rule of the Tax 
Court of the United States, which 
now does not specifically refer to 
either lawyers or accountants, both 
of whom were admitted to practice 
before the old Appellate Tax Board, 
whereas now the statute provides 
that persons who are of good moral 
character and have proper qualifica- 
tions may be admitted to practice be- 
fore the Tax Court. No one shall 
be denied admission because he does 
not belong to any particular profes- 
sion. Our Court had previously held 
that it would not refuse to recognize 
the right of Congress or a federal 
tribunal to determine who should 
practice before it. The question of 
practice before the Tax Court could 
not be dealt with by our Court and 
cannot be declared unlawful, if it is 
permitted by the federal authorities. 
The Court excluded from any deci- 
sion in this case whether permission 
granted to accountants under that 
law by implication gave them the 
right to perform in Massachusetts 
services in connection with federal 
taxes which, in their nature, are the 
practice of law. It is a very different 
question whether the Tax Court, by 
authorizing an accountant to present 
a case, can thereby authorize account- 
ants in Massachusetts to render ser- 
vices incidental to federal taxation, 
which would be in violation of the 
Massachusetts law. 

Third, whether considering and 
advising on questions of law, so fare 
as they are incidental to complicated 
tax returns unlike those involved in 
the Loeb case, constitute the prac- 
tice of law. It is not so much a ques- 
tion of a complicated tax return as 
of whether a complicated question of 
law is present. A tax return may be 
complicated solely because of ac- 
counting difficulties. A simple tax 
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return may involve a very difficult 
question of law. There may be many 
simple tax returns where accounting 
problems are perfectly easy, but that 
require the services of a lawyer. 


The court left open these three 
points and I was not particularly 
disturbed that they were left open 
because they do not really touch the 
vitals of what we were interested in 
in the case and what we are inter- 
ested in now. 


There was this penumbra that | 
have spoken of where you are vio- 
lating the law if you render advice or 
pass upon matters which involve real 
and substantial questions of law, but 
are not violating the law merely be- 
cause in dealing with tax matters, 
you do pass upon some questions 
which are technically of law, but are 
not of such character as to call for 
the services of a trained lawyer. 

It is a matter of judgment as to 
whether there is a real question of 
law which should be referred to a 
member of the bar, trained in the 
practice of the law. What an un- 
satisfactory attempt at a definition 
that is! There is that big field be- 
tween the preparation of the tax re- 
turn, which the court has held not 
to require the services of a lawyer, 
and the argument of a case in the tax 
court, which primarily and ordinarily 
would require the services of a law- 
yer. The accountants and the law- 
yers should work along together on 
these problems. Between the mak- 
ing out of the tax return and the 
stage when you go to the trial of a 
case before a court come conferences 
with tax officials, presentation of 
facts and figures to proper authori- 
ties, preparation of briefs and appeals 
to the Tax Court and finally prepa- 
ration of the case before the Tax 
Court. The nearer you come to the 
latter stage, the more nearly you 
come to the practice of law. In the 
earlier stages after the preparation 
of the tax return you come to confer- 
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ences with the department, and it is 
primarily the accountant’s job to 
deal with this if accounting ques- 
tions are presented. It is perfectly 
proper for the accountant to carry 
it on so long as it is an accounting 
question, but when you come to the 
preparation of a complaint and the 
foundation of what may be a record 
in the court, the services of a lawyer 
become generally essential. 

The final decree issued by the Su- 
preme Court eliminated all reference 
to the making out of tax returns, but 
enjoined the defendants from fur- 
nishing legal servces. 

While I can’t define what is a real 
question of law I can easily call at- 
tention to examples. 

In estate tax cases you have all 
kinds of difficulties presented; for 
instance, cases of gifts alleged to 
have been made in contemplation of 
death pr gifts made to take effect on 
death. I trust that accountants are 
not customarily advising upon these 
questions. The concept of a gift in 
contemplation of death as-worked 
out by the courts is extremely diffi- 
cult to grapple with and is strictly 
a question of law upon which the 
layman ought not to undertake to 
pass. I don’t mean for one moment 
to suggest that a great many of you 
may not be more competent than 
many lawyers, but there is no ques- 
tion whatever that you are going 
outside your proper province if you 
undertake to pass upon these ques- 
tions. 

Take gifts that are to take effect 
on death. There are a multitude of 
cases in our books, some conflicting 
with each other. These are lawyers’ 
questions, and obviously not accoun- 
ing questions. 

Such are questions with regard to 
the retroactive effect of statutes, as, 
for example, whether a trust created 
before the statute was passed is to be 
subject to an estate tax under a 
statute later enacted. 
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Those questions are all difficult 
and require examinations of law books 
textbooks, etc. Laymen should not 


‘undertake to pass upon the compara- 


tive weight of decisions or to deter- 
mine what a court is likely to decide. 

There was a tax case a few years 
ago in which the Massachusetts Su- 
preme Court stood 5-0 against me. 
It was taken to the Supreme Court of 
the United States where there was a 
5 to 4 decision in our favor. Thus 
we had 9 judges against us in all and 
5 in our favor. That is what I call 
bunching our hits in the last inning. 
It was the kind of case with which 
accountants, of course, should not 
try to deal. 

In state income taxes there is the 
question of domicile. Where is this 
person’s domicile? Is his income tax 
due in Massachusetts or in the Dis- 
trict of Columbia? This may well 
present a question of law in any case. 
No question like that, unless perfect- 
ly “open and shut,” should be passed 
upon by one not a lawyer. 

There are all sorts of questions 
about income taxes on trusts which 
are not revocable except with the 
consent of one adversely interested. 
What does “adversely interested” 
mean? This is a legal question that 
requires examination of the author- 
ities. So, too, the question whether 
the creator of a trust is subject to an 
income tax under the doctrine of the 
Clifford case. 


The recent Standard Oil stock 
dividend raised the question whether 
it represented capital or income. 
Trust companies in Boston were ad- 
vised differently by different lawyers 
and so a test case had to be brought 
in the Supreme Court to determine 
whether that dividend was income or 
capital. That is a real law question. 
So also are the many questions on 
which courts have differed or those 
of such a character that they are 
obviously likely to have to come to 
the court for a decision. 
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Last week in looking over some 
papers connected with an estate now 
involved in litigation I found a let- 
ter of some years ago from a promi- 
nent firm of accountants in Boston 
which | thought clearly overstepped 
the line and was not the kind of work 
properly to be performed by account- 
ants. It was a case where insurance 
policies were payable to a series of 
beneficiaries, with a final contingent 
interest left in the insured’s estate, 
provided everybody died before the 
insured. If you are doing account- 
ing work for a man you may advise 
him on matters connected with that 
job, on which you could perhaps not 
properly advise him, if he came to 
you independently of any accounting 
work to ask your advice on that 
problem. This apparently was the 
latter sort of acase. The letter read: 
“Although the question you have 
presented is essentially a legal ques- 
tion, it is our opinion .. .” ete. 

We have then the great difficulty 
of laying down any rule that means 
much. You have got to say simply, 
Is this a real question of law? Have 
the courts been called upon to pass 
upon this question? Is this a ques- 
tion which will probably come before 
the courts? If so, get a lawyer’s 
advice. 


Question Period 


It is a great deal easier to deal 
with specific questions that are put 
than to lay down a rule in advance 
because each case must be dealt 
with itself as I said before. There 
are several interesting questions 
which were submitted before the 
meeting. 


Question: A recent article in the 
3oston Bar Association Bulletin re- 
garding the Lowell Bar Association 
case suggests that the bar associa- 
tions of Massachusetts should take 
further action to determine the status 
of persons other than lawyers pre- 
paring or assisting in the prepara- 
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tion of tax returns of a more com- 
plicated nature than were concerned 
in the Lowell Bar Association case. 

Do you believe that this is repre- 
sentative of the general feeling among 
lawyers in Boston? Do you feel 
that it would be advantageous for 
the Massachusetts Society of Pub- 
lic Accountants to work out with 


the local bar associations some sort 


of joint expression of policy as tc 
the field in which it is proper for 
the accountants to practice? 


Answer: There are two ques- 
tions. I don’t think this Lowell 
Sar Association case has aroused 
any great excitement among law- 
yers. Lawyers sometimes forget 
that the law was not enacted for 
the protection of lawyers, but tc 
protect the public. It is the publ 
interest alone which has to be con- 
sidered. It might be advantageous 
for the Society to try to work out 
something with the local bar asso- 
ciation. 

Several years ago when I held 
office in the Boston Bar Associa- 
tion, we worked out an agreement 
with the corporate fiduciaries. This 
situation excited the lawyers more 
than the tax work of accountants. 
Practice of law by banks and trust 
companies has excited lawyers for 
a generation. The real source of 
trouble arises because banks adver- 
tise so extensively and solicit trust 
business. 


In 1931 we drew up a code with 


them. That was comparatively easy 
because you could draw lines in 
such a code. It was a simple code 
which all parties agreed to. A com- 
mittee was set up to hear all dis- 
putes that might arise. I was on 
the committee originally for three 
vears and only one case came be- 
fore us. 

It might be worth while to try 
this, but the difficulty would be of 
drawing the line through the shadow 
ground in the middle. I should 
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guess that you might accomplish 
something, although it would be 
difficult. I think it would be dis- 
tinctly worth trying. 


Question: The State of Rhode 
Island has an unusual statute spe- 
cifically excluding certain work by 
certified public accountants in con- 
nection with taxes from the practice 
of law. 

In the situation in Massachusetts, 
does the General Court have the 
power to permit, by statute, tax 
work by other than lawyers even 
though such work might otherwise 
be considered as the practice of 
law? 


Answer: No. Our court is not 
bound by any legislation appearing 
to define what the practice of law 
is. It is a judicial question, and 
must be left to the court. 


Question: The opinion of the 
court in the Loeb case suggests two 
possibilities: (1) that the court 
made its opinion as elaborate as it 
did preparatory to holding in some 
later case that a wider scope of ac- 
tivity of laymen, including account- 
ants, is permissible, or (2) that the 
various activities described in the 
opinion were mentioned strictly to 
indicate that the court did not go 
beyond the narrow question in- 
volved in the Loeb case as to prepa- 
ration of simple tax returns. Which, 
if either, of these possible interpre- 
tations of the opinion do you think 
is sound? 


Answer: I think the second one 
comes nearer being the probable 
motivating force in the court. Vari- 
ous activities were mentioned, with 
the express limitation as to points 
that were not decided, to indicate 
that the court was not intending to 
go beyond the facts of the Loeb case 
in the ultimate decis1on, but was 
willing to go beyond that in what 
it said. We were fortunate that the 
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opinion did say much that was not 
strictly necessary to the decision, 
but was very helpful. 

The court went out of its way and 
followed the line of our argument 
in defining and referring to a great 
many kinds of legal questions which 
may be passed upon by accountants. 

The article in the last Bar Bulletin 
previously referred to, stated that 
the bar must be on the alert to see 
that the practice of accountants doesn’t 
go beyond the proper work of their 
profession. It called attention to 
the fact that the court declared in 
the Loeb case that the actual prac- 
tice of the community has a great 
bearing upon the question of what 
is the practice of law. It is, of 
course, a very important factor. The 
author expressed the fear that, if 
accountants went on encroaching 
upon what might be legal work too 
long, it would become the settled 
practice of the community. 


Question: What steps might we 
expect the legal profession to take, 
or what steps could be taken to 
obtain a clearer definition of wha 
constitutes the illegal practice of 
law, assuming a clearer definition 
would be desirable? 


Answer: You might advertise in 
some way that you are proposing to 
make out a complicated tax return 
that involves certain questions about 
gifts in contemplation of death, on 
which you recognize that the au- 
thorities are not in harmony and 
that very real questions of law are 
involved, on which you are prepar- 
ing to read carefully the decisions, 
and that you are going to pass upon 
it all. You might make such a pro- 
nouncement in view of having a test 
case. Mr. Nicholson might have 
a bill in equity brought to decide 
the issue in the particular case. 


Question: Does the preparation 
of tax returns, no matter how com- 
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plicated, constitute an unauthorized 
practice of law? 
Answer: It may or may not. 
Question: In your opinion, does 
the rendering of oral or written 
opinions as to the effect of tax laws 


upon specific transactions consti- 
tute an unauthorized practice of 
law? 


Answer: It may or may not. 
The question would be easier to 
answer if it were assumed that the 
work was independent of any ac- 
counting work. In that case this 
would probably be the practice of 
law. Again, I may say that the 
practice of accountancy is not the 
practice of law unless it involves a 
real question of law. 


Question: In your opinion, should 
accountants represent clients before 
the Tax Court of the United States? 


Answer: | should say not, ex- 
cept in the rare cases where only 
accounting problems are to be dealt 
with and there is no question of 
examining witnesses. 


Question: Would your answers 
to the foregoing questions be differ- 
ent if accountants were members of 
the bar? 


Answer: Yes. 

Question: During the past two 
years public accountants have been 
required to render oral and written 
opinions to clients concerning the 
Wage and Hour law, the Salary 
Stabilization law, the Renegotia- 
tion law, War Contract Termina- 
tion, and other federal statutes en- 
acted as a result of World War IT. 
In several cases public accountants 
have represented clients before the 
National War Labor Board and the 
Treasury Department in salary sta- 
bilization cases. All of ‘such mat- 
ters involve an intimate knowledge 
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of the books and records of the cor- 
poration in question. In your opin- 
ion, do these activities constitute 
any unauthorized practice of law? 


Answer: These are almost all 
questions for accountants to handle. 
When it comes to the Wage and 
Hour law, I had one of those cases 
set for trial last week. It was neces- 
sary to read 100 cases to try to get 
an answer. There has been a sur- 
prising amount of litigation over 
the questions of what kind of em- 
ployees come under the Wage and 
Hour law, who is an executive, who 
is an administrative employee, and 
above all, what is interstate com- 
merce? Don’t, as accountants, try 
to pass upon those questions. They 
are fraught with difficult questions 
of law of a kind which are hard 
enough for a lawyer to pass upon 
in view of multitudinous decisions, 

If you do strike a real question 
of law, tell the client so and do not 
undertake to pass upon it. Law- 
vers and accountants should work 
together on these matters. When 
both kinds of questions are involved 
it is just as bad for lawyers to try 
to pass upon the accounting part 
as for 


accountants to pass upon 
legal questions. 
Question: If there were some 


item about which there was a differ- 
ence of opinion as to whether it was 
unauthorized practice of law and 
the accountant merely quoted and 
said that he was quoting the law, 
would you consider that something 
the accountant should not do? 


Answer: No. Our court has held 
that mere advising about the lan- 
guage of the statute or advice about 
what is required by the statute, like 
an architect advising about zoning 
laws, is ordinarily not practicing 
law. 


Question: In recent years have 
not the lawyers neglected tax work 


June 





to s¢ 
more 
for t 


Ar 
tirel} 
ofter 
neg 
age | 
abou 
size | 
are ( 
know 





r- 
n- 


id 
10 





The Public Accountant and Tax Practice 


to some extent? If they had done 
more tax work would it not be easier 
for the public to go to the lawyer? 


Answer: Your statement is en- 
tirely accurate. Tax work, as has 
often been pointed out, has been 
neglected by lawyers and the aver- 
age lawyer does not know anything 
about it. In most law firms of any 
size there are one or two men who 
are doing it, but the others don’t 
know anything about it. 


The public will always consult 
the man who is supposed to know 
about taxes. That is one reason 
why it is the settled practice of the 
community to go to the accountant. 
A large part of the business con- 
cerns go to accountants, not law- 
yers. If our court had said, as the 
Superior Court judge did, that you 
must have a lawyer to make out a . 
tax return, that would have been 
a severe blow to the public interest. 








Somewhere... 


an American sailor’s life has just been saved by 
a transfusion of blood, collected by the Red 
Cross and put on his ship by the Red Cross. 
Remember this when you're asked to give or 


give again to the RED CROSS WAR FUND 
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Class I Motor Carrier Accounting 


By IsRAEL ALTSCHULER 


TOPIC of frequent and wide 
discussion among accountants 
is the standardization of accounts for 
various industries. Among the rela- 
tively few established examples of 
unified industry-wide account sys- 
tems is the branch of transportation 
known as CLass I Moror Carriers. 
Like the railroads, rates charged 
by motor carriers engaged in inter- 
state commerce are fixed by the In- 
terstate Commerce Commission. To 
form an equitable basis for these 
“tariffs”, the Interstate Commission 
decided, on November 29th, 1937, to 
issue an accounting manual for Class 
I Motor Carriers, known as “Uni- 
form System of Accounts For Class I 
Common and Contract Motor Car- 
riers of Property Subject To The 
Provisions of The Motor Carrier 
Act, 1935”. Class I motor carriers 
are carriers having an average gross 
annual revenue of $100,000, or more. 
No attempt will be made here to 
discuss in complete detail Class I 
motor carrier accounting; it is most 
adequately presented in the fore- 
mentioned accounting manual. 

The purpose of this article is to 
offer suggestions on the most ade- 
quate methods of maintaining ac- 
counting standards set by the I.C.C., 
and work papers for the annual and 
quarterly I.C.C.. reports. Anyone 
who is familiar with the accounting 
policing standards of the I.C.C. and 
the relatively undermanned status of 
general accounting offices of motor 
carrier concerns, will realize that 
the maintenance of adequate ac- 
counting standards is a task requir- 
ing full professional efficiency. Ade- 
quate accounting records must be 
kept; or heavy penalties verging to 
endangerment of carrier’ssfranchise, 
and even its business life, will be in- 
curred by failure to do so. 
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However, before discussion of aids 
in general ledger accounting, a brief 
introductory summary of Class | 
motor carrier accounting is pre- 
sented here. 

The accounts in the general ledge: 
are numbered in uniform fashion 
similar account bears same number 
in all general ledgers of all Class |] 
Motor Carriers. The division is made 
of Balance Sheet Accounts and In- 
come and Expense Accounts. Bal- 
ance Sheet Accounts are numbered 
1000 through 2930; Income and Ex- 
pense accounts—3000 through 6000. 
Detailed outlines of the foregoing 
may be found on Pages 19 and 20 and 
78 of the “Uniform System of Ac- 
counts”. 

The following suggestions are the 
outcome of experience in the internal 
aspect of Class I Motor Carrier ac- 
counting, and conferences with I.C.C. 
auditors and public accountants ex- 
perienced in motor carrier work. 

The type of concern in mind, 
specifically, here is a common freight 
carrier, of general commodities, over 
the road, with gross annual volume 
of 300 to 400 thousand dollars, pos- 
sessing a general office of an office- 
manager accountant and three or four 
assistant bookkeepers or clerks. 

The accounting records may be 
pictured as an interlocking corre- 
lated mechanism culminating in the 
product of the annual I.C.C. report. 
The main cog is the general ledger, 
the basis of the regular reports, and 
even aspects of statistical reports. 
All schedules, reports, as well as en- 
tries, should correlate with general 
ledger ; wherever possible, statistical 
data should tie in with the general 
ledger. Anyone who has had to cope 
with I.C.C. examiners’ exceptions 
made to reports, especially in the 
statistical section of the report, has 


June 





reali: 
of th 
ledge 

As 
the 
journ 
most 
stant 
quire 
fexib 
to be 
circu 

Cor 


eral I 
Exa 
is Cas 
eral | 
ireigh 
the ge 
Freig] 
Reven 
in Acc 
ments 
mus di 
cated 
Exa 
the ac 
nue Ec 
accour 


edger 


ance. 
count | 
inform 
Spec 
the ge 
genera 
field 0 
quires 
the bo. 
ccoun 


record 


1944 


mn 








Class 1 Motor Carrier Accounting 


realized all too well the desirability 
§ the above feature of the general 
ledger. 

As regards the physical aspect of 
the general ledger and the various 
journals, leaf binders seem 
most advisable. Changes of a sub- 
stantial character in accounting re- 
wirements are not infrequent; the 
flexibility of looseleaf system seems 
to be the best method under these 
circumstances. 

Condensation and clarity should 
be characteristic of the general ledger. 
This apparent paradox of qualities 
is accomplished by creating subdivi- 
sions of accounts, columnar arrange- 


loose 


ments in accounts, subsidiary ledgers, 
schedules, in support of the gen- 


ral ledger accounts. 
Example of subdivision of 
is case of recording revenue of sev- 
eral terminals and movements of 
freight. In case of common carrier, 
the general account is account 3100- 
Freight Revenue-Common Carrier. 
Revenue of each terminal is recorded 
in Account 3100A, 3100B etc. Move- 
ments from and to terminal in vari- 
us directions are recorded in allo- 
cated columns in these accounts. 


accounts 





Example of subsidiary ledger is 
the account for trucks called Reve- 
ie Equipment. This general ledger 
iccount is supported by a subsidiary 
ledger accounting for each truck. 
detailed discussions of this 
will be devoted further in the 








Use of schedule is applicable in the 
case of an account like prepaid insur- 
ance. Schedule supporting this ac- 
count listing policies and all pertinent 
information would be adequate here. 
Special attention to the set-up of 
the general journal, as well as the 
eral ledger, is advisable in this 
field of accounting. The I.C.C. re- 
juires all adjustments be recorded in 
he books; “paper” entries used by 
‘countants for monthly reports, not 
recorded in the books, in many other 
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lines of business, are forbidden by 
the I.C.C. Even accrual, monthly, of 
estimated income taxes is manda- 
tory; in fact, a Notice to Class I mo- 
tor carriers of May 19th, 1943 headed 
“Income Tax Accruals” stressing 
necessity of maintaining this accrual, 
was sent to all motor carriers, under 
the I.C.C. accounting jurisdiction. 
Therefore, the journal entries will 
consist of two classes: one, recurrent 
entries like depreciation, accruals of 
payroll, expenses, reversal of accru- 
als, prepayment consumptions—sup- 
plies, licenses, insurance, etc., and 
two, non-recurrent journal entries. 
To save valued time and obtain con- 
densation of entries, it is deemed ad- 
visable to place the first class of 
journal entry in a separate section of 
the journal binder, calling it recur- 
rent entry journal. Pages are set up 
with name, space, and twenty-four 
columns to provide for one listing of 
the names of the accounts and col- 
umns for monthly figures, debit and 
credit, to be inserted. Copious use 
of schedules in columnar form sup- 
porting these recurrent entries is ad- 
visable. In regard to non-recurrent 
entries, other than general account- 
ing standard of adequate explana- 
tion, no special provision seems 
necessary. 

An example of set-up of recurrent 
journal entry with supporting under- 
lying data is monthly depreciation 
entries. Depreciation accounts and 
respective reserves are set up in 
itemization space; monthly figures 
would be set up in appropriate 
months column in the 24 column 
spread. The monthly figures are the 
result of completion of appropriate 
schedule of depreciation of respec- 
tive tangible asset. In the case of 
the main tangible revenue 
equipment, the schedule is set up in 
the three parts; Tractors, Semi- 
Trailers and “Straight Jobs”. The 
set-up is to have a column for each 
unit with appropriate number, provi- 
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sion for cost, reserve for depreciation 
at beginning of year, net book value 
at beginning of year, date acquired. 
estimated life, estimated salvage 
value; the months are listed in a 
vertical set-up with total column. 
Before the total of total column for 
month of depreciation of revenue 
equipment is entered in the recurrent 
entry journal, this total is proven as 
follows. Total year’s accumulated 
depreciation on each unit for all 
units, and match this total with total 
depreciation of item for year in 
books plus entry to be made in cur- 
rent month, 

A brief discussion of some impor- 
tant phases of motor carrier records 
may be of further enlightenment on 
this branch of accounting. Examples 
are the recording of freight revenue, 
receivable and income aspect, the ac- 
counting for the “plant” used in ob- 
taining the revenue, the trucks, and 
the set-up of allowances to custom- 
ers known as “claims”. 

The basic document for recording 
revenue is the manifest, a record of 
the freight transported for the cus- 
tomer. The basis for the manifest 
is the bill of lading submitted by the 
customer. With the aid of books of 
official tariffs for various commodi- 
ties, the billing clerk, under one sys- 
tem, types the mainfest in quintuplet 
copy, each bearing the same number, 
called “Pro. No.”. One copy is 
known as the delivery receipt, to be 
signed by the consignee and returned 
to the dispatcher’s office to be filed 
in numerical sequence of Pro No’s 
in the carrier’s record room. Another 
copy, known as the _ consignee’s 
memo is retained by the consignee. 
A third copy known as freight in- 
voice is sent to the bookkeeping de- 
partment to be billed daily, if terms 
are “collect”, or weekly, if terms are 
charge or “prepaid”. Fourth copy is 
the “accounts receivable” copy, basis 
of the recording of the revenue; this 
item will be discussed further. The 
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final copy is known as the manifest 
copy, retained by the dispatcher’s 
office in appropriate binders: this 
copy and the delivery receipt are the 
basic sources for the numerous in- 
quiries that arise sooner or later on 
various aspects of movement oj 


freight. 





The following suggestions have 
been found useful in regard to billing 
customers. Billing should be matched 
weekly in total with accounts receiy- 
able total recorded by the sales reve- 
nue bookkeeper. Duplicate billing 
statements should be filed in se- 
quence of weeks and followed up 
constantly. This procedure aids in 
obeying the I.C.C. stipulation, that 
invoices cannot remain unpaid be- 
yond two weeks from invoice date. 
Any invoices remaining unpaid be- 
yond the prescribed period. are 
promptly referred to the responsible 
executive of the carrier for immedi- 
ate effort toward settlement of item. 

Revenue is recorded from “ac- 
counts receivable” copy of manifest 
in sequence of Pro Nos. The “Pros” 
are recorded in daily manifest recap 
sheets listing, in addition to the 
amounts of invoices, the poundage 
transported; these daily summaries 
are segregated in appropriate groups 
of freight movements by direction 
and terminal. After the daily recap 
is proven, and the accounts recetv- 
able copies are filed in appropriate 
sections of “collects” and charges, 
the daily totals are entered in the 
sales journal. The following sub- 


sidiary sales journals have _ been 
found useful: a Manifest Adjust- 
ment Book, a Void Book and a 


Freight Tax Adjustment Book. Ad- 
justments on freight invoices are 
numerous; the procedure of confin- 
ing adjustments to one book, a 
Manifest Adjustment Book, set up 
with appropriate columnar headings, 
offers a ready source of reference. 
A Void Book has also been found 
to be an appropriate 


source Ol 
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reference. Use of a Freight Tax 
Adjustment Book eliminates over- 
loading the Manifest Adjustment 
Book. At the end of the month, the 
foregoing sub sales journals are 
totaled, and the totals are trans- 
ferred to the monthly summary in 
the sales journal. The sales jour- 
nal monthly recap, adjusted for the 
foregoing sales adjustment totals, 
is the source of the general ledger 
postings. The monthly sales recaps 
are composed of two sections: one, 
the regular basis for general ledger 
posting; the other, statistical sum- 
mary recording weight transported, 
gross revenue, revenue apportioned 
to interline carriers, who are car- 
riers sharing in haul of freight for 
portion of run beyond the carrier’s 
franchise, net revenue, and revenue 
per centreweight. The monthly 
weight transported totals are then 
recorded in mileage and weight rec- 
ords, the basis for statistical section 
of I.C.C. quarterly and annual re- 
ports. 

Revenue is derived by the means 
of motive power of trucks. Move- 
ments are of two kinds: over the 
road and local. Local movement is 
the area around terminal determined 
by the 1.C.C. as the local commer- 
cial zone; all other runs are con- 
sidered over the road. The type of 
vehicles used for over the road runs 
are mainly tractor-trailer combina- 
tions; the tractor furnishes the mo- 
tive power and the trailer, usually 
semi-trailer, to be exact, furnishing 
the storage space for the freight. 
Type of equipment used for local 
runs are usually “straight jobs”, 
lighter one unit vehicle trucks. 

In regard to the accounting for 
the above tangible asset, “Revenue 
Equipment”, the following proce- 
dure has been found to be advisable. 
Record vehicles by individual ac- 
count in a subsidiary ledger, known 
as the revenue equipment ledger; 
set up this ledger in three sections, 
semi-trailer, tractor and “straight 
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job”. Each account bears the as- 
signed truck unit number and con- 
sists of two sections: one, complete 
identification data, the other book- 
keeping data. The _ identification 
data indicates the following items: 
make, year of manufacture, serial 
number, type of body, motor num- 
ber in case of tractor and “straight 
job”, weight, capacity, length of body 
in case of trailer or “straight job”, 
license number, year acquired, esti- 
mated depreciable life, estimated sal- 
vage value, total purchase price, 
value of tires and the asset value. 
The asset value of truck per I.C.C. 
regulation is gross cost less cost of 
tires. If truck is acquired by trade- 
in, the full purchase price and value 
of trade-in is indicated in the ac- 
count. The bookkeeping section of 
account is set up in columnar form: 
two columns for cost, debit and 
credit, two columns for reserve for 
depreciations, and columns showing 
net book value at end of vear. At 
the end of the year annual totals 
in the revenue equipment depre- 
ciation schedule, explained in the 
foregoing section of the essay, are 
entered in the appropriate accounts 
of the revenue equipment ledger. 
Balances to the accounts, showing 
cost, reserve and net book value, 
are ruled off, and collated by total- 
ling the accounts and comparing with 
general ledger total. In addition 
to a depreciation schedule and the 
revenue equipment ledger, a revenue 
equipment recap schedule has been 
found to be useful. This revenue 
equipment schedule lists the items 
in the above ledger and is set up in 
three sections: trailer, tractor, and 
straight jobs. Columns are pro- 
vided for the following items: as- 
signed unit number, date acquired, 
“make” and year, adjusted cost, re- 
serve for depreciation, net book value 
at beginning of year, year’s acqui- 
sitions, year’s retirements, adjusted 
cost at end of year, depreciation for 
year, other adjustments to depre- 
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ciation reserve, debit and credit, de- 
preciation reserve at end of year, 
and net book value at end of year. 
Offhand, the above may seem to 
contain a needless duplication of 
However, it has been found 
advantageous in keeping a 
constant tie-up between general 
ledger and ‘the subsidiary ledger 
both for asset and reserve, in the 
preparation of revenue equipment 
schedules of the annual I.C.C. re- 
port, which call for furnishing of 
utmost details, and in furnishing a 
ready source of information for the 
most important tangible 


work. 
to be 


carrier’s 
asset. 

In order to keep the above as 
accurately as possible, the garage 
superintendent keeps the general 
office constantly informed of the 
current status of each vehicle: whether 
it is undergoing repair or rebuild- 
ing, standing idle or in active serv- 
ice or being demolished for scrap, 
or is in suspense status as regards 
rebuilding or demolition. 

Also, the garage superintendent 
or transportation superintendent is 
held responsible for drivers record- 
ing their mileage and gas consump- 
tion daily records correctly. The 
other aspect of mileage and weight 
record, mileage, other than truck 
hire mileage described below, can 
then be computed from the monthly 
recaps made of the drivers’ daily 
records. The mileage and weight 
records are totalled quarterly and 
annually to furnish source of statis- 
tical section of quarterly and annual 
I.C.C. reports. It is also advisable 
to have a section computing: ton- 
miles transported, quarterly and 
annually. Ton-mile is product of 
total tonnage transported and mile- 
age of the route the tonnage was 
transported. 

The office of Defense Transpor- 
tation reports for mileage, weight 
and gasoline are also computed from 
the recap of the drivers’ daily rec- 
ords Therefore, impression 
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slips. 


of required accuracy should be made 
on all supervisory and working force 
transportation personnel. 

The above discussion on record- 
ing of freight revenue and revenue 
equipment are illustrations of the 
writer’s foregoing contention that 
statistical information should be col- 
lated as much as possible, with the 
general ledger or subsidiary records 
of general ledger. 

Another example of collating sta- 
tistical information with general 
ledger is the recording of truck hire, 
that is, rental of other carriers’ 
trucks. Each expenditure for this 
item is supported by a manifest con- 
taining information in amount dis- 
bursed, route of freight, and mileage 
covered. At the end of the year, as 
well as each month and quarter, 
the general ledger total of account 
should agree with total of fees paid 
per manifests in truck hire file, con- 
taining the mileage of truck hire, 
another statistical item required in 
[.C.C. reports. 

Another important feature of mo- 
tor carrier records is the matter of 
claims. Quite often, customers re- 
quest allowances or refunds, in the 
form of claims, for damages or losses 
in freight. Claims, if not kept under 
control, are a prominent source of 
needless financial loss to a carrier. 
A useful control set-up has been 
found to be the following procedure. 
After claims have been authorized 
and approved by “claim man”, the 
claims are numbered and payments 
or other settlement entries are made 
with the appropriate claim number. 
The claims are recorded in a claim 
register which operates in fashion 
similar to a voucher register. Col- 
umns are provided for carrier’s claim 
no., date, claimant’s claim no., claim- 
ant’s name, total amount of claim, 
portion covered by insurance company, 
portion payable by the carrier, and 
distribution of appropriate expense 
columns: claim paid, weight and 
rate adjustment etc. Columns are 
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also provided for disposition of claim 
indicating date, amount and journal 
folio. Monthly totals are posted to 
subdivision of accounts payable, ac- 
count 2050, and appropriate expense 
accounts. As in case of voucher 
payable account and unpaid voucher 
items in voucher register, the total 
of open claims in claim register 
should agree with balance in general 
ledger account for claims payable. 

The best preliminary procedure 
for preparation of I.C.C. reports has 
been found to be to list the general 
ledger trial balance in the order of 
account groups and grouped as set 
forth in the manual with monthly 
columnar spread of trial balances 
showing cumulative and monthly 
figures; also, to keep schedules sup- 
porting entries, especially journal 
entries, statistical schedules etc. as 
meticulously as possible. In short, good 
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general public accounting work papers 
adapted to the technical aspect of mo- 
tor carrier accounting has been found 
to be most satisfactory. In the case of 
the annual I.C.C. report, a literal 
book, it has been found advanta- 
geous to keep a special work sheet 
file for it, sectioned off into Balance 
Sheet, Income, Expense and Statis- 
tics parts with schedule subdivi- 
sions thereof, all properly indexed. 

The Motor Carrier Industry is an 
“essential” industry in war and peace; 
it offers promise of much expansion 
after the war. In all probability, 
in the future more accountants will 
come in contact with this field of 
accounting. They will find, as has 
the writer and others, that this ex- 
ample of unified accounting offers 
diversified and 


many interest} 


aspects. 
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Economic Implications of Public Utility 


Depreciation Accounting 


By Herpert B. Dorau 


HE dilemma of accounting is 
again clearly illustrated in the 
contemporary controversy over the 
method of public utility deprecia- 
tion reserve accrual, the meaning 
of the resulting reserve, and its 
bearing on rate base determination. 
It is urged' that utilities be required 
to establish a “depreciation” reserve 
by application of the straight-line 
accounting convention on an age- 
life basis. It is furthermore asserted 
that the resulting reserve measures 
and reflects depreciation and that it 
is “deductible” from original cost in 
the determination of the rate base. 
In spite of efforts on the part of 
the organized accounting profession 
to make clear that there are “‘ines- 
capable limitations” on the economic 
significance of the results of the use 
of accounting conventions, it re- 
mains that the uninformed, whose 
numbers are legion, do in general 
nevertheless, attach an inappropri- 
ate significance to the results of the 
use of common accounting conven- 
tions. The following quotation from 
Mr. Justice Jackson’s opinion in the 
Hope Natural Gas Case? is enlight- 
ening as to the reasons for this dis- 
position to misconstrue and to mis- 
understand. 

To make a fetish of mere ac- 
counting is to shield from exam- 
ination the deeper causes, forces, 
movements, and conditions which 
should govern rates. [Even as a 
recording of current transactions, 
bookkeeping is hardly an exact 
science. As a representation of 


the condition and trend of a busi- 
ness, it uses symbols of certainty 
to express values that actually 
are in constant flux. It may be 
said that in commercial or in- 
vestment banking or any business 
extending credit success depends 
on knowing what not to believe 
in accounting. Few concerns go 
into bankruptcy or reorganization 
whose books do not show them 
solvent and often even profitable. 
If one cannot rely on accountancy 
accurately to disclose past or cur- 
rent conditions of a business, the 
fallacy, of using it as a sole guide 
to future price policy ought to be 
apparent. However, our quest 
for certitude is so ardent that we 
pay an irrational reverence to a 
technique which uses symbols of 
certainty, even though experience 
again and again warns us that 
they are delusive. 


This pointed and well phrased ob- 
servation, worthy of widest dissem- 
ination and frequent repetition, how- 
ever fails to explain the persistence 
among informed and experienced 
technicians in the service of regula- 
tory agencies of the expressed opin- 
ion that the results of the use of 
accounting conventions do have eco- 
nomic meaning as such. 

Efforts to reduce public utility 
rate regulation, an obviously and 
unavoidably complex legal-economic 
procedure, to a bookkeeping routine 
have made considerable recent prog- 
ress. While the approach has been 


See the 1943 Report of the N.A.R.U.C. Committee on Depreciation. 
* Federal Power Commission v. Hope Natural Gas Company, U. S. (1944). 
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gradual, substantial approximation 
may be seen in the form and sub- 
stance of the newer uniform classi- 
ications of accounts. 

The majority opinion in the Hope 
Natural Gas Case seems, for the 
time at least, to have settled the 
question of Federal law in favor of 
the proposition that the rate base 
of a utility enterprise is substan- 
tially determined by the mere man- 
ner in which a company kept its 
books, even before it was subject to 
regulation as a public utility. One 
iorn of the accounting dilemma has 
hus been decidedly “sharpened by 
he holding of the Court, that ac- 
counting results have a conclusive 
economic meaning as such, and that 
a business is subject to hazards of 
loss in income merely because of 
the alternative accounting policies 
which it chose to follow and the 
bookkeeping procedures which it 
employed.* 

Currently this question of the sig- 
nificance of accounting for regula- 
tory purposes is raised in connection 
with proposed radical changes in 
accounting for “depreciation”. The 
issue is important because the clear- 
ly indicated purpose of “deprecia- 
tion” accounting is to substitute an 
amortization or liquidation reserve 
for a depreciation reserve. 


1 
I 
t 
tn 


The exhaustion of the economic 
service capacity of a property is the 
result of numerous factors or causes, 
the most important of which are 
economic obsolescence, inadequacy, 
physical wear, tear and deteriora 
tion, requirements of public authori- 
ties, and accidents. The total value-in- 
service effect of these factors on the 
property can be called actual deprecia- 
tion, or depreciation-in-fact. Thus, 
depreciation-in-fact is the economic re 
sultant of numerous economic techno- 
logical, legal, and physical forces 
sposed changes in public utility 


“depreciation” accounting, in an 
effort to facilitate and simplify the 
regulatory process, seek to substi- 
tute a rigid theoretical formula in 
place of an evaluation of the ever- 
changing factors. This accounted-for- 
depreciation represented by the ‘‘de- 
preciation” reserve balance may have 
no economic meaning whatsoever, for 
it may be smaller or greater than 
de preciation-in-fact. 

The subjection of the regulatory 
process to accounting devices and the 
substitution of past costs for present 
costs involves bringing together this 
accounted-for-depreciation, as  deter- 
mined by an inapplicable theoretical 
formula, and accounted-for-original- 
cost, so that the former may be de- 
ducted from the latter to determine, 
with ease, the depreciated-accounted- 
for-original cost for rate-base purposes. 

It is only with the economics and 
the social ethics of this proposed 
misuse of accounting results that 
this discussion will concern itself in 
detail. The position can, therefore, 
be taken for these limited purposes 
that the manner of the prescribed 
accrual of the depreciation reserve, 
however uneconomical and inequit- 
able it may be, is less important 
than the ultimate treatment of the 
accrued accounting reserve for regu- 
latory purposes. On the other hand, 
however, it is equally obvious that 
were there not the avowed inten- 
tion of requiring the accumulation 
of large and unnecessary reserves, 
there would be less concern about 
the threat of deducting such ac- 
counting accruals from the accounted- 
for-original-cost for rate-base pur- 
poses. 

In the past so called deduction 
for depreciation as a step in the de- 
termination of the rate base was not 
viewed with such alarm because the 
probable deduction was limited to 
demonstrable depreciation-in-fact which 


See for example the treatment accorded the failure to capitalize interest during con- 
truction by the Federal Power Commission in original cost determinations. 
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is an evidence of value and therefore 
was rightly considered in the deter- 
mination of the value of the property. 
Similarly, if today, although looking 
to the accounted-for-depreciation, the 
depreciation reserve balances were in 
amount only so much as would pru- 
dently be set aside for insurance 
and retirement purposes instead of 
amounting in fact to a liquidation 
reserve, the economic distortion would 
probably not “break” the stronger 
of the utility industries. 

The problem-is dual and aggra- 
vated. The consequences of, (1) the 
accumulation of a reserve equal to 
theoretical accrued depreciation on 
a straight-line-unit-of-property-life- 
expectancy-basis, which will ap- 
proach 35 to 45 per cent of the cost 
of the property, or from 54 to 82 
per cent of the capital contributed 
by investors,‘ and (2) the threat of 
imputing an invalid economic mean- 
ing to such a reserve in order to 
justify its deduction from accounted- 
for original cost, are justifiably ex- 
tremely disturbing to the investor. 
Add to this the threat of retroactive 
application of such rates of depre- 
ciation reservation, in order to bring 
companies at once up to this new 
standard, and balance sheet solvency 
for these industries becomes grave- 
ly in doubt. In case the reserve, 
calculated by retroactive applica- 
tion of age-life methods, cannot be 
provided out of surplus or by re- 
statement of capital stock, a demand 
for income deductions to build up 
the reserve would not appear out 


of the realm of possibility. A close 
equivalent, which requires the de- 
termination and charging to surplus 
or income of what is euphemesti- 
cally called “unprovided for depre- 
ciation” has already been ordered 
by one State Commission.’ 

If the rate-base is to be deter- 
mined by the deduction of such 
re-accounted and retroactively con- 
stituted reserve from the “accounted 
for-original-cost,”” a substantial re- 
duction of income available for the 
investor may result. This discus- 
sion will be confined to the question 
of the legitimate deductibility of the 
depreciation reserve, by whatever 
method it may have been established 
from ‘accounted-for-original cost” 
in the process of determining a rate 
base. 

A reserve accrued on the straight- 
line basis will, in the course of years, 
approach 45% of the original cost 
when the property as a whole ap- 
proaches maturity. Let us assume 
for purpose of analysis that the 
average rate of reserve growth i 
Company X did not exceed the aver- 
age rate of property growth, and 
that the entire reserve has been re- 
invested in utility property and that 
the ratio of the depreciation reserve to 

45 
investor provided capital is — = .82. 

Pore) 
The problem is to determine the 
logical and equitable apportionment 
of the income of the enterprise to 
this “public capital” and to in- 
vestors’ capital or how much the 


* The steps’ by which the reserve will approach this ratio at maturity of property can be 
represented by infinite series. If the assets reflected in the reserve are reinvested in the 


property, an added reserve will have to be accrued against the property so added. 


The assets 


reflected by the increased reserve are supposedly reinvested again, and so on, resulting 


in series 


Or ..45=b6:4$)? = 45)* oc ker 


al ap i= 


* State of New York, Public Service Commission, Novmeber 30, 1943, In the matter of 
the Adoption of a Uniform System of Accounts for Electric Corporations in Classes A and B. 


(Case No. 9187) Fourth Amendatory Order. 
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income of the enterprise may be re- 
duced if regulatory policy chooses 
to waive any return on this so-called 
“public capital” in favor of lower 
rates. The “investors’ capital” is 
however, not homogeneous and the 
rate of return on the different types 
or classes of securities is commen- 
surate with the degree of risk as- 
sumed by the investors therein. Con- 
sistency demands that the rate of 
return on the “public capital’ should 
be no more and no less than justi- 
fied by the degree of risk assumed 
by it, using the same standards for 
evaluating the appropriate return 
as those applied to the different 
classes of investment securities of 
the company. 

Before establishing a positive ap- 
proach to this problem, however, 
it is necessary to expose some of 
the fallacies concerning the charac- 
ter and disposition of the assets re- 
flected by the depreciation reserve, 
fallacies which have been given wide 
circulation and which have gained 
some acceptance. These fallacies 
can be briefly stated as follows: 

I. The depreciation reserve is de- 

ductible because it reflects the 
return of capital to the investors. 


[I]. The depreciation reserve is de- 
ductible in its own right, and 
without regard to “actual ac- 
crued depreciation” because it 
reflects assets contributed by 
consumers to the enterprise, 
assets on which no class of in- 
vestors has a right to earn any 
return. 


Fallacy I: The Depreciation 
Reserve is “Deductible” Be- 
cause it reflects the return of 
Capital to Investors. 
Accounting for depreciation by 
monthly reservation from earnings 
fan amount determined by the ap- 


plication of a straight-line-age-life 
formula to the cost of each asset or 
group of assets, is designed to amortize 
the investment in units of property 
over the period of their estimated 
useful life. In conventional account 
ing, amortization of a prepaid obli- 
gation may result in the gradual re- 
turn to the investor of capital ad- 
vanced for prepayment. For instance, 
Professor Paton uses the term “amor- 
tization” in connection with the ex- 
piration of a leasehold of a building. 
The investment in the leasehold is 
to be regarded as a long-term pre- 
payment rather than as depreciable 
plant asset. The rent received for 
the building is applied as interest 
on the investment, regarded as the 
net return, and the remaining bal- 
ance is used for write-off or amorti- 
zation of the investment.® To the 
extent that the revenue reserved for 
such amortization is set aside, it 
becomes available to the investor, 
for under such circumstances, the 
investor is under no obligation to ac- 
crue a depreciation reserve to purchase 
another leasehold, but can dispose of 
the moneys received as he sees fit. 

This substitution of the amortiza- 
tion process for depreciation account- 
ing gave rise to the confused notion 
that the depreciation reserve reflects 
and even represents capital returned 
to investors, and that therefore it 
must be deducted from the capital 
contributed by investors in deter- 
mining their net sacrifice. Thus, 
the Federal Power Commission has 
stated: 


Utility operating income repre- 
sents the return earned on capital 
invested in utility plant. But the 
amount of operating income shown 
on the books is affected by the 
amount accrued for depreciation 
which provides, in effect, for the 
return of capital through charges 
made to provide for the annual 


“William A. Paton: Advanced Accounting, New York, The MacMillan Company 1941, 


pp. 284-5. 
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consumption of capital in the busi- 
ness. During the period under 
consideration the annual rate of 
accrual for depreciation has sub- 
stantially increased. This increase 
in the rate of return of capital (in 
the form of depreciation accruals) 
has resulted in reducing the amount 
shown on the books for return on 
capital (in the form of utility operat- 
ing income). The net effect of these 
offsetting trends is, however, that 
the sum of utility operating income 
plus accruals for depreciation, rep- 
resenting the total amount return- 
able to investors either as principal 
or income, was some $45,000,000 
greater on a comparative basis in 
1942 than in 1937.7 


While it is true that the legal title 
to the assets reflected in the depre- 
ciation reserve balance rests with 
the company, these assets are not 
returnable to the investors except 
upon liquidation of the company. 
While, theoretically, such a legal 
title may have some significance, it 
cannot be given practical effect in 
the form of a partial liquidation, for 
no public service corporation would 
be allowed to liquidate until the de- 
mand for its service disappears, at 
which time its assets would have 
only scrap value. The assumption 
that the balance in the depreciation 
reserve account represents invest- 
ment actually returned to the in- 
vestor is wholly fallacious and con- 
trary to fact because (a) no funds 
have in fact returned to the investor, 
and (b) they must in fact be retained 
in the business if they are to serve 
the purposes for which they were 
accumulated, and (c) the investor 
does not even have the legal option 
to withdraw such funds. 

The corporation is not the investor ; 
the investor is the person or persons 
originally or presently supplying the 
capital. The claim that the balance 


in the depreciation reserve repre- 
sents an actual disinvestment, or that 
it is in any remote degree available 
for return to the investors, comes 
with particularly ill grace, from 
those who assert the necessity for 
the accumulation of large, and un- 
necessary depreciation — reserves. 
Whatever merit there may be for 
their accumulation, certainly would 
seem also to hold for their reten- 
tion in the business. 

There would be some merit to the 
contention that accumulation of such 
reserves by the corporation, as the 
instrument of the investor, consti- 
tute “in effect” a return of the invest- 
ment, if the investor actually had the 
option of withdrawing such assets 
from the control of the corporation. 
But such an assumption is wholly 
contrary to fact and inconsistent 
with the alleged reasons for the ac- 
cumulation of such a reserve. Under 
the conditions and restraints im- 
posed by regulatory commissions and 
by law upon the disposition of re- 
sources reflected by the depreciation 
reserves, the assets reflected by the 
balances therein are actually with- 
held from the investor and frozen in 
the enterprise. 

It would clarify thinking a great 
deal, on this matter of the proper 
regulatory treatment of accounted- 
for-depreciation, if the enterprise were 
viewed as receiving a deposit for meet- 
ing the future liability of retirements 
and, as doing business with itself as 
a quasi-trustee for this separate ac- 
count, whenever it saw fit to utilize 
any of the cash assets reflecting this 
reserve. It would help to make the 
real character of the relationship 
clear if the enterprise gave a formal 
note at an appropriate rate of inter- 
est whenever it saw fit to utilize any 
of the cash assets reflected by this 
reserve, similar to the manner in 
which the United States Treasury 


"Federal Power Commission: The Financial Record of the Electric Utility Industry 


1937-1942, Washington, D. C. 1943. 
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deposits bonds with the Social Se- 
curity Administration in order to 
utilize the reserve funds currently ac- 
cumulated. Such formality would 
make dramatically clear the real dis- 
position of assets reflected by the de- 
preciation reserve, and would obvi- 
ate any. possibility of confusing the 
assets so reserved with those which 
are available as a return to the in- 
vestor. In fact, one of the purposes 
of depreciation accounting in public 
utility field is to measure and deter- 
mine that portion of the assets which 
might otherwise be distributed to in- 
vestors, in order to insure their re- 
tention in the business. 


To summarize, the balance in the 
depreciation reserve account does not 
reflect funds returned or returnable 
to the investor. It is the exact op- 
posite—for it reflects assets which 
have been segregated and so re- 
stricted as to make their return to 
investors inappropriate and, in prac- 
tical effect, impossible. 


Fallacy II: Investors Have 
No Claim On Any Part of the 
Earnings resulting from the 
Employment of the Assets 
Reflected in Depreciation 
Reserve. 


The view that the depreciation re- 
serve is “deductible” in its own right 
and without regard to the degree of 
accuracy with which it represents 
actual accrued depreciation, is predi- 
cated upon the assumption that 
investors have no claim on the earn- 
ings derived from the property which 
reflects alleged public contribution 
to the depreciation reserve, and that, 
accordingly the amount in the ac- 
count called “depreciation reserve” 
should be “deducted” to determine 
the base on which the investor is en- 
titled to earn a return. It should be 
obvious that full “deduction” of the 
balance in the depreciation reserve 
would be substantially equivalent to 


1944 


charging the enterprise with an an- 
nual interest on such a blance at the 
full rate of return allowed to the enter- 
prise under regulation. Since the 
same effect can be achieved either 
way the principal involved will be 
discussed as if the method pursued 
were that of charging the enterprise 
with interest on the depreciation re- 
serve balance at the full rate of re- 
turn. In asserting that the “public 
capital” as reflected in the deprecia- 
tion reserve is entitled to an earning 
rate allowed or obtained on the in- 
vestment as a whole, it is in effect 
assumed that the assets reflected by 
the depreciation reserve are exposed 
to a composite cross section of the 
risks and uncertainties of the entire 
investment and that the position of 
the depreciation reserve as a lia- 
bility is the average of debt and 
equity capital. If this assumption 
is false, then the claim of average 
rate of return on capital contributed 
by consumers becomes untenable, 
and the appropriate rate of return 
to be allowed thereon should corre- 
spond to the degree of risk assumed. 

It is well known that the cost of 
investment capital consists of at least 
two major elements, pure interest 
which is the price paid for saving, 
for delaying the enjoyment of con- 
sumption, and a premium for risk- 
taking. It is a commonplace aspect 
of all economic activity that he who 
takes the hazards has the right to 
the gains that may accrue. This 
conclusion is the practical result of 
observing that without the prospect 
of compensatory returns, there will 
be no assumption of economic risk. 
Economic activity is a matter of in- 
ducements and rewards. The reward 
for labor is wages; the reward for 
saving is interest ; there is no founda- 
tion in theory or human everyday 
experience to jusitfy the assumption 
that the risk-taking function is or will 
be gratuitiously performed. In fact, the 
contrary is true, for the greater the 
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risk, the greater must be the pros- 
pective compensation to induce its 
assumption. It is necessary, there- 
fore, to evaluate, 


1 


1. the degree of risk-taking as- 
sumed by the investors in re- 
lation to that assumed by the 
“public capital” as to, 

a. Uncertainty, irregularity, 
and threatened loss of 
income 

b. Incidence of the loss of 
principal 


v 


2. the change in the investment 
position of the investors’ capi- 
tal resulting from the assump- 
tion by the company of the re- 
sponsibility for meeting all ex- 
penses associated with the main- 
tenance and operation of addi- 
tional property without addi- 
tional compensation therefor. 


Relative Risk-Taking of “Public 
Capital” and of Investors’ Capital 
Let us assume that Company X 

has complied with the demand of the 

proponents of treating depreciation 
reserve as an account contra to the 
plant account,® and that it has been 
deducted in rate base determina- 
tion.” Let us further assume that 
the original cost of the plant has 
been determined as $1,800,000, that 
the depreciation reserve is $800,000, 
that the investors’ capitd#l is repre- 
sented by $500,000 capital stock and 
$500,000 bonded debt bearing the in- 
terest rate of 4%, and that the com- 
pany can and is permitted to earn 
an average return of 6%. 


Simplified Statement—Company X 


Assets: 
oe ap a $1,800,000 
Liabilities 
NS RS Cy a 500,000 
Bonded Debt (4%)........ 500,000 
Depreciation Reserve ...... 800,000 


$1,800,000 


Return: 
Return on entire plant at 6% 


(1,800,000 x .06) .........== $ 108,000 


Return on capital, contributed 
by consumers in form of 
rates reduced to provide 


therefor (800,000 x .06) ..= 48,000 
Return allowed on investors’ 
peste |. Soaks sites se $ 60,000 


If the rate of return is fixed at 6 
per cent, the total investment of $1,- 
800,000 should be entitled to a re- 
turn of $108,000, of which $60,000 
(6 per cent on $1,000,000) is the 
return on investors’ capital and 
$48,000 (6 per cent on $800,000) is 
the return on “public capital.” Let 
us assume further that the company 
has, under established rates, earned 
$108,000, and that it has been or- 
dered by the regulatory commission 
to lower its rates so as to reduce the 
net income by $48,000. In effect the 
company pays the public the return 
of $48,000 on its capital contribu- 
tion of $800,000 in the form of lower 
rates. This return to the public it 
“paid” not only ahead of the interest 
on bonds, but ahead of all current 
liabilities, taxes, and other obliga- 
tions of the company. It is a charge 
with priority over operating expense 
since it is a reduction of revenue. 
Thus, in relation to income, the “pub- 
lic capital” has undeniable priority over 
any and all obligations of the company 
if the return on it is taken in the 
form of lower rates. 

Now let us consider the position 
of “public capital” in the case of 
loss of principal. Our assumption 
that Company X has reached stabil- 
ity implies that the current retire- 
ments are approximately offset by 
current depreciation annuities, and 
that the reserve on the whole re- 
mains undisturbed. Let us now as- 
sume, that a natural catastrophe 
(earthquake, tornado) destroys one- 
half of the company property, the 


* Report of Committee on Depreciation, NARUC, 1943, p. xv. 
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original cost of which is recorded 
at $900,000. Let us assume further, 
that the regulatory commission per- 
mits charging the depreciation re- 
serve with its proportional share of 
the loss, say $400,000, and orders 
the Company to restore adequate 
service. Company X must raise not 
only $500,000-to restore its own loss, 
but also $400,000 to finance the re- 
construction of the property charged 
off the depreciation reserve, or a 
total of $900,000, assuming that the 
price level is unchanged. If the cur- 
rent price level is above that reflected 
in original cost, the amount required 
to finance reconstruction may be 
much greater. The balance sheet 
may then appear as follows: 


Simplified Balance Sheet—Company X 


Price Level Price Level 
Unchanged 33% Higher 


Assets: 
Plant Account...... $1,800,000 $2,100,000 
Liabilities: 
Capital Stock...... 700,000 850,000 
Bonded Debt (4%). 700,000 850,000 
Depreciation Reserve 400,000 400,000 





$1,800,000 $2,100,000 


Theoretically, with the Depreci- 
ated Plant Account of $1,400,000 
($1,800,000—$400,000), or $1,700,000 
($2,100,000—$400,000), the company 
would have a right to ask for an increase 
in the rates to give it a 6% return on 
added investment of $400,000 or 
$70,000, i.e. $24,000 a year or $42,- 
000 a year respectively. As a mat- 
ter of practical'economics, however, 
if the service rendered by the com- 
pany remains substantially unchanged, 
the company may not be permitted 
to raise its rates the full required 
amount to obtain a return on the 
additional investment, and if per- 
mitted, it may be unable to obtain 

sufficient increase in revenue to 
realize a return on the plant it had 
as well as what it now has. Thus, 


1944 


in addition to the actual loss of 
$500,000 of their capital, the invest- 
ors may, through their inability to 
secure an adequate increase in re- 
turn, incur in effect an added loss of 
$400,000, the amount raised to re- 
place the assets which had been 
amortized to the depreciation reserve. 
With the return remaining at $60,000, 
and with the increase in the interest 
charge on debt, the rate of return on 
capital stock will fall substantially 
thus: 


Total, return <6... 60,000 60,000 
Interest on debt.... 28,000 34,000 
Available for 
common stock.. 32,000 26,000 
Rate of return on 
common stock.. 3.57% 3.06% 


Thus, while theoretically the “public 
capital” supposedly represented by 
the depreciation reserve does not 
enjoy the same degree of preference 
in respect to principal as it has in 
respect to income, its position is at 
least as secure as that of debt capital. 
The practical exigencies of a situa- 
tion confronting the company in case 
of a major capital loss will place the 
major burden on the investors in 
capital stock. In some cases, even 
the funded debt capital may not be 
protected as well as the “public capi- 
tal.” If the investors are unable to 
secure the entire amount of new 
funds for reconstruction by volun- 
tary subscription or by assessment, 
and have to resort to reorganization 
proceedings, there is little doubt that 
the regulatory commission, in approv- 
ing any reorganization, will insist 
that an appropriate reserve .be re- 
tained against that part of property 
which has remained in service. The 
capital readjustments which will have 
to. be borne by the investors would 
imply the loss of all or of the greater 
part of the equity capital, and sub- 
stantial reduction of principal or in- 
terest (or both) on the funded debt 
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capital. Thus “public capital” is re- 
duced only by the proportional amount 
of actual loss, but does not suffer 
additional loss because it is free of the 
obligation to maintain service. The 
depreciation annuity which was form- 
erly consumed by annual replace- 
ments to the old plant will not have 
to be increased, since one-half of the 
plant will be entirely new and its 
replacement requirements will be 
confined to the low rate of “infant 
mortality.” Unless an increase in 
the rates to consumers is authorized 
and, if authorized, unless it results 
in a larger income, the consumers 
will not stand even their share of the 
loss. Against a major loss of princi- 
pal, “public capital” appears at least 
as well secured and is probably better 
secured than the investment in mort- 
gage bonds. 


Change in the Investment Position 
of Investors’ Capital Resulting 
from the Addition of 
“Public Capital” 

The investment position of any se- 
curity is dependent upon the degree 
of stability of return that it enjoys. 
Stability means resistance to change, 
and hence the greater dependability 
of past records of earnings and in- 
come. Stability may decrease and a 
speculative position may arise from 
any cause that reduces the percent- 
age of gross revenue available for net 
income,’® that is, any change which 
increases the ratio of operating ex- 
penses to operating revenue. The 
higher the operating or expense ratio 
the greater will be the fluctuation in 
income resulting from the same per 
cent change in operating expense or 
in operating revenue. This can be 
illustrated by the following: 




















Company A Company B Company C 
Year 1 
(1) Operating Revenue ................. $150,000 $200,000 $1,000,000 
DOPTRUINE  IGEDENSE: 4. 666 :<.60:.c0.0;00.00'8 100,000 150,000 950,000 
Operating Income ................05. 50,000 50,000 50,000 
Operating: Ratio | i.<....cdcicecsecceses 66.7% 75% 95% 
Year 2 
Operating Revenue ..............05. $150,000 $200,000 $1,000,000 
Operating Expense—Increase 5%.... 105,000 157,500 997,500 
Operating Income 2:06.60 0csxescies dsc 45,000 42,500 2,500 
Per Cent Decrease in Income........ 10% 15% 95% 
Year 3 
Operating Revenue Decreases 5%.... $142,500 $190,000 $ 950,000 
Operating Expense (Same as Year 1) 100,000 150,000 950,000 
42,500 40,000 0 
Per Cent Decrease in Income........ 15% 20% 100% 


The effect under various operating 
ratios of an increase in operating ex- 
pense and of decreases in operating 
revenue greater than 5% is shown in 
graphs I and II. 


Now consider the effect on an 
operating utility Company X before 
and after the re-investment in utility 
property of the depreciation reserve 
which equals 80% of investors’ capital : 


” Cf. Benjamin Graham and David L. Dodd: Security Analysis, McGraw Hill Book 
Company, New York, Second Edition, 1940, pp. 43, 559. 


420 


June 














Economic Implications of Public Utility Depreciation Accounting 









































%e Repsucrion or Inco 


WE 











; yy tery 
* Fr 4 | 
ST it pr. 
- peo 
.. 
x 5 
3 
ks Green I 
\ 
Al oe 





2 SEE Ss 


































































































ce == 
a | 
a n! Leer | 
NS a as yt] ' 
a yt be 
Cw 4 v | 
= vy ; 
& \ 
& 4) y 
SER Grpry I 
: | ¥ | 
S 7 ay ny 7 RAPE 
pul / 
| we Mm SC 40 x | 7) 
o RNEDVETION OF INCOME 
} 
__PeelCent Repuction pe [HCOME CORRESPONDING I2 ANCRE ESE 
yy — ING firey sl p Decréasé IWOPRERATING REVENUE | 
rDerecrenn Operating! Panes J 
1944 421 





The New York Certified Public Accouniant 
Simplified Financial Statement—Company X | 
L' 
BEFORE AFTER j 
Reinvestment of Reinvestment of that 
Depreciation Depreciation min 
Reserve Reserve re 
Assets that 
Plant Account ............cccceeceeeeeees 1,000,000 1,800,000 — 
. ogee and 
Liabilities wi 
GCambtet Stile vv. cc cacceescccsacesassess . 500,000 500,000 sae 
3onded Debt (4%)...........0cce eee eeees 500,000 500,000 ll 
Depreciation Reserve ...............0002: 0 800,000 = 
ee ha >. ee what), BY espe 
1,000,000 1,800,000 less 
Income Statement Sin 
Operating Revenue .................0005- 210,000 330,000 acl 
Operating Expense .............0.0000 00 150,000 270,000 not 
Return to Capital... 20... c ccc cee sceee 60,000 60,000 eres 
Interest on Debt....................0000- 20,000 20,000 tion 
Return to Equity....................0008- 40,000 40,000 atie 
Rate of Return to Equity................. 8% 8% | 
. . 5 _ - 27 / 1 
SPRETAUNE TAGIO: oc ovis cc ceecccceeeveees 150,000 _ 715 270,000 = 2 iOS 
210,000 330,000 ee 
> 2 i 
Revenue required to produce $1.00 income. . 210,000 _ $3.50 330,000 __ $5 50 cast 
60,000 60,000 ne 
In the event of a 5% increase in operating expense the: los 
return will decrease by.......csescececsese $ 7,500 $13,500 ” 
* a Ro oem o no 
rate of return decreases from 6% to 5.25% 4.65% - 
return on the equity decreases from 8% to 6.5 % 5.3 % $k 
In the event of a 5% decrease in operating revenue the: ann 
Petern Will GECTEASE BY... 56:5 ais 6 6:0:0:4 6 ware sere $10,500 $16,500 the 
rate of return will decrease from 6% to 4.95% 4.35% SO1 
return on the equity decreases from 8% to 5.9 % 4.7 % to 
pel 
the 
TABLE mt 
me 
Per Cent Reduction in Income Corresponding to an col 
Increase in Operating Expense or to a Decrease in ris 
Operating Revenue at Various Operating Expense Ratios. ev 
Per Cent Reduction in Income Corresponding to an tr 
Increase in Operating Decrease in Operating Ta 
Expense of Revenue of co 
Operating Ratio 2.5% 5% 10% 214% 5% 10% 11 
Ue a ies 3.75% 7.5% 15% 6.25% 12.5% 25% 
O67 90 oak os ss 5% 10% 20% 7.5% 15% 30% te 
hs, ee 7.5% 15% 30% 10% 20% 40% te 
BIO nS ise 10% 20% 40% 12.5% 25% 50% SU 
BO ss. 648.7 eee 28.3% 56.7% 16.7% 33.3% 66.7% m 
POM icavwass 22.5% 45% 90% 25% 50% 100% tl 
95% ........ 47.5% 95% 90% (d) 50% 100% 100% eC 
(d)—deficit. i 
N 
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It is evident from these examples, 
that if a company is required to ad- 
minister a property in addition to 
that which it “owns,” to assume all 
expenses incidental to maintenance 
and operation of this additional prop- 
erty, and receive no compensation 
therefor, the investment position of 
all securities in that company, and 
especially of equity securities, becomes 
and more speculative. 
Since in the public utility field such 


stable 


ICSS 


1 change in investment position can 
be offset by the chance of in 
‘reased speculative return, the posi- 


tion of the securities will be a Iversely 
atiected. 

It may be claimed that the relative 
loss in stability offers as much of a 
possibility of gain to investors in the 
case of increasing revenue or lowered 
perating expenses as they stand to 
lose in the case of changes adverse 
their interests. It is well known, 

wvever, that regulatory commis- 
sions act far more promptly in reduc- 


ing rates than in increasing them, 
and that investors stand to lose more 
han they can hope to gain unless 
some stabilizing reserve is provided 
to equalize losses and gains over a 
perioa Of Vears. 

As stated by Chairman Maltbie of 
the New York Public Service Com- 
mission in a public address" cheap 
money is freely available to those 
companies in which uncertainties and 
risks are at a minimum. It is self- 
evident that the higher leverage in- 
troduced by an increased operating 
ratio will operate to magnify the in- 
come fluctuations, and thus increase 
risks and uncertainties. 

This statement should not be in- 
terpreted as implying that the exis- 
tence of a depreciation reserve as 
such has an adverse effect on cost of 
money. It is not the existence of 
the reserve, but the threatened un- 
economic treatment of the reserve 


in rate making that offsets the bene- 
fits to be derived from conservative 
business management, and may even 
turn potential advantages into a loss. 


Investors Will Suffer Additional 
Losses to the Extent that the 
Funds Reflected by the Depre- 
ciation Reserve Balance Cannot 
Be Fully and Promptly Rein- 
vested in the Property 


We have assumed so far that immedi- 
ate investment opportunity was found 
for the funds retained in the business as 
a result of depreciation annuities. While 
such opportunities may still be found 
in some utility industries, as for in- 
stance in the electric power and light 
utilities in growing communities, it 
does not correspond to the facts in 
others, as for instance in the manu- 
factured gas utilities. To illustrate 
the situation that would obtain where 
the growth of the property is insuf- 
ficient to absorb all the funds re- 
flected by depreciation reserve bal- 
ance, let us assume a small mature 
property in which annual retirement 
and annual accruals are in substan- 
eial balance and the depreciation re- 
serve balance has reached 45 per cent 
of the cost of the property from 
accruals on a life-age basis. Assume 
further that it is the purpose of regu- 
latory authority to allow rates un- 
der which the enterprise can earn 6 
per cent. The results can be reflected 
in the following form: 





Tnvestors’ ‘Cantal ....../03c00. $1,000,000 
Reinvested Depreciation 
Accrual’ :..c cecieostca tenance eas 200,000 
Total Property at Cost... $1,200,000 
Additional assets — reflecting 
the excess of the deprecia- 
tion reserve @ 45 per cent 
on $1,200,000 $540,000 
over reinvested 
depreciation accrual $200,000 340,000 
Total assets employed $1,540,000 


“ Delivered at a meeting of the Power Group, American Institute of Electrical Engineers, 


New York, April 11, 1944. 
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lf regulation were to proceed on 
the assumption that the accounting 
accrual of $540,000 reflects actual ac- 
rued depreciation, or depreciation-in- 
fact, and in order to determine the 
depreciated-accounted-for-original cost, 
the reserve of $540,000 is deducted 
from the total cost of the property of 
$1,200,000, it would leave a rate base 
of $660,000. A return of 6 per cent 
on $660,000 would be $39,600 or only 
3.96 per cent on the investment as 
such of $100,000. 

Let us illustrate further and as- 
sume that the utility management, 
aware of the fact that there is actu- 
ally no early prospect for the use of 
the $340,000 accrued in excess of the 
$200,000 invested in additional prop- 
erty, and prudently not wishing to 
assume an unnecessary risk in the 
administration of this unwanted 
trusteeship, invests the $340,000 bal- 
ance in government bonds to yield 
2 per cent. This $6,800 interest in- 
come added to the return of $39,600, 
would give a total return of $46,400 
or a rate of return of 4.64 per cent on 
the investment instead of the con- 
templated 6 per cent. One question 
is thus clearly answered, the depre- 
ciation reserve balance cannot in any 
case be deducted from accounted- 
for-original-cost in disregard of the 
extent and the rapidity with which 
the reserved revenue reflected by the 
reserve has been invested in addi- 
tional property or other earning as- 
sets, without reducing the actual re- 
turn earned below a fair return on 
investment. 

As long as the size of the con- 
teniplated depreciation reserve was 
within the limits of probable need 
for retirements or use as a true 
reserve against probable contingencies, 
the question of its meaning and 
treatment for rate base determina- 
tion was construed as more or less 
academic. Obviously also when ac- 
tual accrued depreciation (deprecia- 


tion-in-fact), governed in rate base 
determination, the amount of the 
bookkeeping depreciation reserve had 
no particular meaning and was gen- 
erally given no peculiar treatment." 
It is when an enterprise can no 
longer economically find use for all 
these funds in additional property 
and plant that the equities and eco- 
nomic necessities governing the eco- 
nomically sound and ethically fair 
treatment of depreciation reserve 
balances in the determination of the 
rate base are thrown into bold re- 
lief. . 

There is, moreover, nothing im- 
aginary about the assumption that 
more and more utility enterprises 
will find themselves thus embar- 
rassed with a surfeit of funds. A 
number of factors are already oper- 
ating in that direction. 

(1) The rate of growth of electric 
utility industries cannot be 
expected to continue at a rate 
which will enable any large 
proportion of the separate un- 
dertakings to absorb up to 45 
per cent of additional capital 
and then again 45 per cent 
on such increases in capital 
employed. A stabilized popu- 
lation is no longer very re- 
mote and the increases in con- 
sumption reasonably expect- 
ed must largely be found in 
off-peak uses in order to be 
calied forth at concessionary 
low rates, thus creating rela- 
tively little demand for in- 
creased peak demand capacity. 

(2) The reserves themselves, built 
up on a straight line or even 
present worth basis and not 
actually required for the fi- 
nancing of retirements, and 
expected to reach thirty-five to 
forty-five per cent of the origi- 
nal cost of depreciable assets 
when the property reaches ma- 


“Except that a large reserve might justify a reduction in the rate of future accruals. 
See Lindheimer v. Illinois Bell Telephone Company, 292 U. S. 151 (1934). 
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turity, will themselves represent 
a truly huge sum of invest- 
ment capital presumably fro- 
zen in the enterprise. The 
only conceivable use for such 
a huge reservation is an ulti- 
mate liquidation of the enter- 
prise and this is a contingen- 
cv which is in the first place 
contrary to the assumption 
of the characteristics of pub- 
lic utility undertakings and 
secondly has been and should 
be the responsibility of the 
investor since it is one of the 
principal hazards which he 
assumes and against the im- 
pact of which he exercises 
that form of economic initia- 
tive which society relies on 
in a system of private prop- 
erty and enterprise."® 


(3) It is moreover probable, that 
the ultimate reserves developed 
under a rigid program of cost 
amortization on a straight line 
will reach even larger pro- 
portions than now anticipated 
since the evidences of life ex- 
pectancy on which they are 
based reflect the experience 
of the past. Obsolescence 
and inadequacy which have 
been in the past the principal 
causes of retirements may be 
expected to decline substan- 
tially in relative and absolute 
significance in the future. 
These industries are now ap- 
proaching technological ma- 
turity. Moreover, improve- 
ments in the arts, even when 
representing a relatively large 
percent improvement, cannot 
continue to effect such abso- 
lutely large cost reductions as 
in the past. The rate of re- 
tirements on account of obso- 
lescence will be substantially 

decelerated. Inadequacy can 


David A. Kosh: 
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also be expected to decline in 
relative importance as a cause 
of retirements. The ultimate 
outworking of these forces in 
the direction of (a) ever larger 
reserves and (b) decreased de- 
mands upon them for retire- 
ments, can in many instances 
be expected to result in truly 
fantastic relationships between 
property cost and amortiza- 
tion. Only the anticipated 
substantial rise in the price 
level will save the situation 
from some of its most ex- 
aggerated manifestations. 

Such portions of these funds as 

are not economically invested in the 
property can be divided into two 
parts: 

(a) Funds liable to early call, on 
which only a bank balance 
rate of interest can be earned. 

(b) Funds liable to future call, 

which can be invested in se- 
curities of high safety and 
reasonable liquidity. 


In either case, the earnings realized 
on these excess funds reflected in 
the depreciation reserve will be at 
a far lower rate than the overall 
rate of return on the property. The 
same considerations will hold true 
if the utility uses such excess funds 
in withdrawing or re-acquiring its 
own long term debt obligations, for 
the rate of interest on such obliga- 
tions is naturally lower than the 
overall rate of return because the 
risk is not the same. A program of 
debt retirement would amount to 
substituting a 2% or 3% earning 
asset for earnings at the overall rate 
of return. At a 6 per cent rate of 
return the retirement of 3 per cent 
debt capital would constitute a dis- 
advantageous “refunding  opera- 
tion” in which 3 per cent capital is 
retired and 6 per cent capital hired. 


Uncertainty And The Provision For Depreciation In The Public Utility Industries, 
The Journal of Business of the University of Chicago, October 1943. 
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While this discussion may at this 
date appear academic insofar as it 
applies to the probable future 
course of electric utility enterprises 
in many communities, it 1s of imme- 
diate interest to some of the other 
utility industries, such as natural 
gas transmission and the transit 
industry, in which by their very 
nature prompt reinvestment of funds 
reserved to provide for deprecia- 
tion is often impossible. A natural 
gas company, for instance, must 
amortize its pipe line in step with 
the gradual depletion of the gas 
fields. The funds reserved out of 
revenue to provide for this amorti- 
zation cannot be reinvested in other 
assets, for the business of the com- 
pany is by its very nature of a 
limited duration. Even assuming 
that the company finds an oppor- 
tunity to invest in new gas produc- 
ing properties, and requires funds 
to build.a new pipe line, the new 
pipe line cannot economically be 
built piecemeal to correspond to 
the “expiration of life’ of the old 
pipe line. The funds reserved for 
amortization of the old pipe line 
must seek temporary investment in 
liquid securities until the time ar- 
rives to construct new pipe line and 
start the exploitation of the new 
field. The interim situation will be 
equivalent to that described in the 
previous example. 

The transit industry exemplifies 
a similar situation with a shorter 
term of capital turnover than the 
natural gas industry. A motor bus 
company granted the franchise to 
serve a given route must ordinarily 
begin business with the full num- 
ber of busses required for the serv- 
ice, and may have no normal op- 
portunity to expand further. The 
funds reserved to provide for re- 
placement must be held until equip- 
ment replacements become needed. 
In the situation described, all the 
equipment is of the same age, its re- 
placement will take place substan- 
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tially at the same time, and the de- 
preciation reserve will approach 
100% of cost in each cycle of the 
life of the equipment, and will aver- 
age 50% of the original cost over 
the entire cycle. Such funds might 
be used to amortize serial equip- 
ment certificates but since they bear 
a lower rate of interest than the 
yverall rate of return this would 
constitute substituting high cost 
capital for low cost capital. De- 
ducting the entire depreciation re- 
serve, averaging 509% of the original 
cost of equipment over the entire 
period of its life, with no opportuni- 
ty for reinvestment except in low 
interest’ bearing equipment certifi- 
similar securities, would 
reduce the return on capital stock 
to a rate far below a rate of return 
commensurate with the risk as- 
sumed, unless the original overall 
rate of return can be and is made 
high enough to provide a fair re- 
turn after the deduction of the de- 
preciation reserve. The latter as- 
sumption, however, reduces to an 
absurdity the proposal to deduct the 
depreciation reserve in the situation 
described and would call for rates 
of return which regulatory authori- 
ties would find politically inexpedi- 
ent. 






cates or 


Past Recognition of the Economic 
Issues Under Discussion 


The issues involved in the fore- 
going discussion are not new. They 
have received considerable atten- 
tion during the early period of regu- 
lation. Thus the Wisconsin Com- 
mission has stated: 


It may be urged that the de- 
preciation fund, as such, is a trust 
fund, and should therefore not be 
subjected to ordinary commercial 
risks, and that such part of the 
earning from the depreciation fund, 
which is involved in commercial 
risks, should accrue to the bene- 
fit of the Company’s business as a 


June 





Ci 


b 


de- 
oach 
7 the 
lver- 
Over 
ight 
u1p- 
bear 
the 
uld 
Cost 
De- 
re- 
1al 











i 


whole, and not to the special bene- 
fit of the trust fund. Re Badger 
Telephone: Company, 3° W.R.C.R. 
98, 101, 102 (1908). 

Where the reserve is provided 
on a straight-line basis and re- 
tained by the utility, any interest 
earned on assets offsetting the re- 
serve would constitute income of 
the utility. If the reserve assets 
are held in the business and th« 
reproduction cost less deprecia- 
tion is used as a basis for valua- 
tion, a return upon such reproduc- 
tion cost less depreciation at the 
normal rate, plus interest earned 
upon reserve assets, would be less 
than a fair return upon the in- 
vestment unless a rate of interest 
were actually earned upon such 
reserve assets equal to the rate 
which constitutes a fair return for 
the property as a whole. 


Unless the rate of return on the 
cost new less depreciation is to 
be enough higher than the rate 
which should be applied to the 
full investment to bring the total 
réturn, which is made up of the 
return on cost new less depre- 
ciation and interest earned on re- 
serve assets, the reserve being pro- 
vided on a straight-line basis, up 
to an amount which would con- 
stitute a fair return on the invest- 
ment, we see no way in which the 
investor, under such a method of 
valuation, would secure a fair re- 
turn upon this investment unless 
it is to be assumed that amounts 
earned for depreciation can be with- 
drawn from the business and the 
investment thereby diminished. .Wil- 
waukee Electric Railway and Light 
Company v. Milwaukee, P.U.R. 
1918, E. 1. 

when a rate base is deter- 
mined without giving effect to ac- 
crued depreciation in the base it- 
self, no injustice is done to the 
consuming public as long as the 
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company is required to utilize a 
proper part of the return which 
it is allowed to earn upon its total 
property as a credit to the depre- 
ciation or retirement reserve. Such 
a credit amounting to the payment 
of interest for the use of reserve 
capital means that the investors 
in the utility do not actually get 
a return upon the total property 
before giving effect to accrued de- 
preciation but that they get a re- 
turn after paying interest for the 
use of reserve capital. Re Duluth 
Street Railway Company, P.U.R. 
1923D, 705, May 28, 1923. 

If a return is to be earned on 
capital provided by customers to 
provide against retirement losses, 
such provision having been made 
in advance of the realization of 
the loss, the parties who have pro- 
vided such capital should benefit 
from its employment and from its 
earning capacity. It is our opin- 
ion that this benefit to be applied 
in the form of interest credits to 
the reserve on account of the em- 
ployment of reserve capital to earn 
a return, should be at least of the 
proportions of interest to be paid 
on conservative well secured pub- 
lic utility bonds. In this case this 
rate is fixed at 5 per cent. Re Wis- 
consin Telephone Co., 1925D, 661 
(1925). 


The California Railroad Commis- 


sion has held: 


It may appear that to charge 
the company with 6 per cent on 
its depreciation fund when it has 
earned in the past at least 8 per 
cent on the money reinvested in 
plant from this fund, would allow 
the company a profit of 2 per cent. 
But, when it is considered that it 
would be impossible to instantly 
reinvest every dollar obtained from 
the ratepayer for depreciation, and 
that undoubtedly a part of this 
fund remained idle and no-earning 
for a considerable period, it is al- 
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together probable that the aver- 
age earning on the reinvested de- 
preciation money was not greatly 
to exceed 6 per cent. Re Los An- 
geles Gas and Electric Corporation, 
P.U.R. 1917F, 717. 


The Massachusetts Commission, 
which has pioneered the prudent in- 
vestment theory of rate control, in 
its early decisions made no deduc- 
tion for depreciation if there was no 
evidence of payment of unwarranted 
dividends or other mismanagement 
and if operating efficiency was main- 
tained: 

“As the failure of the Norfolk 

& Bristol Company to make ade- 

quate provisions for depreciation 

(hereinafter considered) does not 

appear upon all the evidence to be 

due to the payment of unwarranted 
dividends or to be otherwise at- 
tributable to mismanagement, in 
determining the revenues to which 
it is entitled, allowance should be 
made, in accordance with the prin- 
ciple set forth in the Blue Hill 

case, for an amount equal to a 

fair return upon the investment of 

$400,000 without deducting the ac- 
crued depreciation” Norfolk & Bris- 

tol Rate Case, P.U.R. 1915E, 411. 

“The general rule followed by 
the Commission has been to make 
no deduction for accrued depre- 

ciation, in fixing the basis for a 

return, unless failure to provide 

for it has been due to the payment 
of unwarranted dividends, or some 
other form of mismanagement, 
and the expression ‘unwarranted’ 
has been termed an ‘investment 
rate on money.’” Re Springfield 
Street Railway Co., P.U.R. 1918C, 


585. 


In numerous other cases, the Mas- 
sachusetts Public Service Commis- 
sion did not specifically state the 
rate base nor the rate of return, and 
was guided by considerations of pro- 
viding an adequate return on actual 
investment. 
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A Positive Proposal for Treatment 
of Balances in the Depreciation 
Reserve Account 


It is hoped that the preceding re- 
view and refutation of the current 
fallacies concerning the meaning of 
the balances in the depreciation re- 
serve account clear the way for a 
positive proposal for the treatment 
of these balances. It must be rec- 
ognized that the assets reflected by 
the depreciation reserve balances 
arise from payments made by cus- 
tomers in order to meet a future 
liability, and that the customer is 
entitled to a return or compensation 
for the use of such funds by the 
company according to the charac- 
ter and extent of their employment 
as earning assets, until they are 
used up in extinguishing the liabili- 
ty reflected by the reserve. Eco- 
nomic valdity and fairness are not 
found in either of the extreme posi- 
tions hrstorically and _ currently 
taken on this question of the “de- 
ductibility” of depreciation reserve 
balances, or “accounted-for-depre- 
ciation.” Since the deduction of 
the net balance in the depreciation 
reserve would, in effect, be identical 
with charging the income of the 
company with interest on this bal- 
ance at the overall rate of return, and 
with collecting this interest ahead 
of all other obligations of the com- 
pany, the issue would seem to. re- 
solve itself rather quickly into whether 
it 1s appropriate, equitable or con- 
sistent with economic principle, 

(a) to burden the investment with 

a full or a partial deduction 
of the reserve balance, or 

(b) to burden the income with an 

annual charge, calculated on 

the net balance in the depre- 

ciation reserve at a rate of 
interest equal to or lower than 
the over-all rate of return. 


Viewing these alternatives as 
purely procedural since either meth- 
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od obviously can be used to achieve 
any intended result, the selection of 
the procedure becomes a matter of 
regulatory and administrative ex- 
pediency. The underlying considera- 
tions of equity and economics are 
only concerned with the extent to 
which, by one device or the other, 
(1) the consumers are to be compen- 
sated for advancing capital to pro- 
vide for depreciation before it is 
realized, and (2) the return to the 
enterprise is to be reduced. 

The deduction in full of the de- 
preciation reserve balance in rate 
base determination is inequitable, for 
it is based on the fallacious assump- 
tion that the assets reflected in the 
reserve have been made available to 
the investors, an assumption which 
may hold true only in the event of 
liquidation of the concern. It is dis- 
criminatory, for it provides equal 
compensation for the unequal risk 
taking of the consumers and the in- 
vestors. It is uneconomic, for it fails 
to compensate the investors for the 
decrease in stability of their income, 
and assumes that the assets reflected 
by depreciation reserve balances 
have been reinvested in the property 
in full and are earning the normal 
rate of return, an assumption which 
has never been strictly accurate, and 
which under the present and antici- 
pated future conditions may prove 
to be devoid of any resemblance tc 
reality. 

While actual return of capital to 
investors is a logical reason for down- 
ward adjustment of the rate base, to 
regard depreciation reservation as 
tantamount to return of capital is 
fallacious. The funds accumulated 
in a depreciation reserve are ‘not re- 
turned to investors, and under the 
usual form of corporate structure 
they cannot be apportioned equitably 
among the various classes of inves- 
tors except in the case of liquidation. 
Since the reserves must be retained 
and used by the enterprise, insist- 
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ence by commissions on the accu- 
mulaion of reserves, to an extent 
greater than that required to insure 
continuity and extension of adequate 
service, is tantamount to a forced 
loan, and the demand that such a 
loan be deducted in full in deter- 
mining the rate base is equivalent 
to the extortion of an uneconomic, 
inappropriate, and usurious price for 
the use of capita]. 

The greater administrative ease 
and flexibility of the “interest cred- 
it’ method over the alternative of 
“partial reserve deduction”, redtices 
the possible question at issue to the 
rate of interest which should be used 
to determine the credit to the cus- 
tomer insofar as the funds reflected 
thereby are gainfully employed by 
the enterprise acting in the dual 
capacity of utility and trustee. This 
return is determined on the one hand 
by the alternative rate which would 
have been obtainable on these funds 
by the customers in investments at 
similar risk; secondly, by the alter- 
native prices at which the company 
could obtain funds to which they 
would give a comparable degree of 
priority and security. 

However, such a rate, derived 
from the alternatives open to both 
parties, is, of course, appropriately 
credited only on that part of the 
“fund” which is actually employed 
or employable by the utility enter- 
prise and only for such a period of 
time as it finds it advantageous to 
employ it. Longer term funds, not 
finding useful employment in the 
enterprise, yet compulsorarily re- 
tained therein, would presumably be 
invested in securities appropriate for 
such purpose as approved by regula- 
tory authority and any interest 
earned would be credited to the re- 
turn. Funds “in transit”, the possi- 
ble employment of which is uncer- 
tain, and which are necessarily on 
call, would be entitled to no more 
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than bank balance rates when and 
if earned. 

The depreciation reserve balance 
should be regarded as reflecting an 
estimated advance payment, a guar- 
antee or bond of good faith on the 
part of the customers that they will 
meet their liability for paying the 
full cost of the service when such 
a cost has been fully accrued and 
has been demonstrated by the retire- 
ment of property used in their behalf. 
The use of the funds arising out of 
a reservation of revenue for depre- 
ciation reserve purposes charges the 
corporate management with the re- 
sponsibility for the safekeeping oi 
such funds against the day when 
they may be required. Inherent in 
this responsibility is the definite im- 
plication that, the utility corporation 
having received the funds to meet 
the future retirements, the customer 
is no longer liable for them and can- 
not be called upon to make good any 
losses in such funds, and that the 
utility corporation, as, trustee for the 
customer-investor, assumes all the 
risks and hazards involved in carry- 
ing out the responsibility for their 
investment and utilization. 

Neither would this approach make 
it difficult to make necessary ad- 
justments for higher current operat- 
ing and maintenance expense result- 
ing from any effective depreciation 
existing in the property, and esti- 
mated by reference to a new and 
modern property capable of render- 
ing equivalent service. It would be 
recognized that to the extent to 
which the customers were charged 
more in operating expenses, there 
should be an equalizing compensa- 
tion by deducting equivalent capital 
value in rate base determination, or 
by charging the enterprise the over- 
all rate of return on the correspond- 
ing part of the reserve balance. Thus 
to the extent that the “accounted- 
for-depreciation” reserve reflected 
effective depreciation, the average 
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rate at which the customer is com- 
pensated for the use of the funds 
advanced to meet a future liability 
would be weighted by the applica- 
tion of the full rate of return— 
if at least that much of the reserve 
had actually found earning employ- 
ment in the enterprise, or could be so 
used to advantage. 

For instance, let us assume that 
with the utility plant entered at 
original cost of $1,800,000, the de- 
preciation reserve (applicable to origi- 
nal cost) is $800,000. This reserve 
may reflect various assets combined 
in proportions which will vary in 
accordance with the requirements of 
ach particular situation. For in- 
stance, in an expanding business al- 
most the entire reserve may be in- 
vested in plant, and only a small 
portion held liquid in readiness for 
pending expansion, while in a sta- 
bilized mature property the bulk of 
the reserve may have to be funded. 

The administratively simple meth- 
od by which effect can be given to 
these considerations may be to es- 
tablish in each instance at the time 
rates are reviewed, one over-all rate 
to be charged the company on the 
net balance in the reserve. Under 
this simple and equitable procedure 
some obviously fair rate giving rec- 
ognition to all the facts having a 
bearing in the particular case, pos- 
sibly somewhat lower than the aver- 
age rate on debt capital of the com- 
pany, could be applied to the bal- 
ance in the reserve for calculating 
the debit to the return earned. Thus, 
the use of a 3% interest rate on the 
depreciation reserve balance, while 
the average rate on debt capital is 
4%, may fairly recognize and reflect 
the fact that reserve funds are not 
all employed or could not be em- 
ployed with full effect at all times. 
This would be simpler than attempt- 
ing to administer differential rates 
on various amounts and can be ap- 
plied, regardless of whether the en- 
tire reserve or only part of it were 
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Economic Implications of Public Utility Depreciation Accounting 


employed in the enterprise, with at 

least a substantial approach to sound 

economics and fair treatment of the 
investor. 

It is not apparent that there would 
be any great administrative prob- 
lems involved in administering such 
a policy of giving the customer his 
“interest” when such can be earned, 
and to the equity investor the equal- 
ly appropriate reward for risk and 
responsibility-taking. Since under 
regulation an over-all rate of return 
must be determined anyhow, this 
procedure imposes the smallest con- 
ceivable burden on the regulatory 
process among all the methods which 
indicate a respect for the ethical and 
economic principles involved. 

These proposals are not unique 
in intent and purpose. The new 
franchise obtained by the Dallas 
Power and Light Company from 
the City of Dallas makes provision 
for: 

1. Exclusion from the rate base of 
reserves invested in the property 
of the Company up to an amount 
that might be considered rep- 
resentative of the depreciation- 
in-fact of the Company’s prop- 
erties. 

2. Payment, at a rate comparable 
to that of low-risk capital, for 
the use of other reserve funds 
to the extent and for the pe- 
riod that they are invested in 
the properties of the Company. 

3. Investment in securities, other 
than those of the Company, of 
any reserve fund not immedi- 
ately required for this proper 
purposes, with appropriate credit 
or charge to Depreciation Re- 
serve of any profits or losses 
that may result from such in- 
vestments. 


) 


A basically similar approach to 
the problem of treatment of excess 


reserves was made by the Corpora- 
tion Commission of Oklahoma. The 
Commission ruled that the excess 
of depreciation reserve over the 
amount it determined as “deprecia- 
tion in value of the utility property” 
should be regarded as an imsurance 
reserve to provide for future contin- 
gencies. The Company could elect 
to keep this excess in liquid funds, 
and if it elected to assume the risk 
of reinvesting it in plant, it was en- 
titled to whatever profit it could 
make over and above the return 
that might be expected if the funds 
were invested in sound marketable 
securities. The portion of the re- 
serve reflecting the actual deprecia- 
tion of the property was to be de- 
ducted.1* No doubt, many other 
regulatory commissions will find in 
their records cases in which the 
treatment of depreciation followed 
a similar line of reasoning. 


In the recently announced “New 
Jersey Rate Adjustment Plan” as 
applied to the New Jersey Power 
and Light Company, substantial rec- 
ognition is given to the point of 
view here expressed. Because of 
this and because of the wide inter- 
est indicated in this important ad- 
vance in regulatory procedure the 
following paragraphs are especially 
pertinent. 


“Tt would be unfair to investors 
to hold that the annual obligation 
on account of invested capital re- 
covered in excess of existing de- 
preciation, is measurable at the 
over-all rate of return. The asset 
reflected by the balance in the de- 
preciation reserve are required by 
regulatory policy and practice to 
be withheld from the investors 
and retained in the business; they 
are generally in the form of utility 
plant. 


“Re Southwestern Bell Telephone Co., Corporation Commission of Oklahoma, Order 


No. 13,543, February 21, 1940. In its determination of the depreciation in the property, 
however, the Commission was guided by the straight line age-life calculation, modified and 
adjusted to reflect the condition of the property as disclosed by detailed inspection. 
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“The utility is entitled to com- 
pensation for management of the 
investment and for performance 
of the risk-taking function. Un- 
less the enterprise is reasonably 
compensated, management might 
be expected, in the absence of regu- 
latory restraint, to reduce the risk 
and responsibility by investment 
in government bonds or other rela- 
tively risk-free securities. 

“Deduction of the balance in the 
depreciation reserve is, in effect, 
the same as charging the income 
of the utility with interest at the 
over-all rate of return. Deduc- 
tion of only a portion of the bal- 
ance in the reserve is equivalent 
to charging the utility with a rate 
of return on the reserve balance 
lower than the over-all rate of re- 
turn allowance. Selection of pro- 
cedure is a matter of administra- 
tive practicability only. 

“It is concluded that the appropri- 
ate reward for risk and responsibility 
taken under the circumstances of the 
operations of this Utility is one-half 
of the allowable rate of return. 

“The consideration as to the ex- 
istence of a customer interest in 
the reserve was found to be gen- 
erally persuasive by the represen- 
tatives of the Company, and it was 
agreed that the deduction for de- 
preciation in determining the 
starting rate base should be the 
sum of (a) the estimate of existing 
depreciation, and (b) one-half of 
the excess of the depreciation re- 
serve for electric plant over esti- 
mated existing depreciation, after 
deduction of the following items, all 
as at December 31, 1943:”2° 
It should be apparent that such an 

effort at calculated fairness and rec- 
ognition of economic realities in 
regulatory procedure as has been 
suggested here is not predicated upon 
any particular method of accrual of 
the depreciation reserve. The prin- 
ciples are equally applicable to a 


minimum retirement reserve, to a 
present worth or compound interest 
accrual or a straight line accrual. 
The difference in method merely af- 
fects the size of the reserve to be 
dealt with, or the rate of its accumu- 
lation. Consequently, regulatory de- 
cision in regard to the treatment of 
the reserve balance need not be 
affected by the method pursued, nor 
need the method of accrual be dis- 
turbed or distorted to reflect good 
judgment based on the recognition 
of the principles here discussed. All 
“customer credits” recognized as 
proper in the application of these 
principles can simply be treated as 
part of the return to the enterprise 
in calculating the fair return. It 
is not necessary to credit such in- 
come to the depreciation reserve, yet 
the entire procedure is sufficiently 
flexible, so that in instances where 
the reserve balance is deemed insuffi- 
cient, the purposes of “retroactivity” 
could be achieved equitably by cred- 
iting the earnings on invested re- 
serve balances to the reserve until 
the desired level had been reached. 
Where the depreciation reserve ap- 
pears adequate, such income would 
be treated as part of the return, and 
rates adjusted if the total exceeded a 
fair return. 

The effect of the foregoing is not 
to deny that there may be a customer 
equity in the assets reflected by the 
depreciation reserve but to assert 
that equity capital is entitled to a re- 
turn on the employment of such 
capital even as it earns a return on 
the employment of debt capital and 
that “deduction” of the depreciation 
reserve account balance in the de- 
termination of a rate base is under 
many circumstances unfair and un- 
economic and is most obviously so 
when the depreciation reserve bal- 
ance reflects amounts grossly in ex- 
cess of depreciation in fact or funds 
which cannot be advantageously em- 
ployed in the enterprise. 


* See The New Jersey Rate Adjustment Plan. Board of Public Utility Commissions 
State of New Jersey March 23, 1944. Page 66. 
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UP IN THE AIR about 
“LABOR LAW” PROBLEMS? 


Here in the CCH LABOR LAW SERVICE is your complete |. 
and dependable reporter on labor law. It brings together, | 
organizes, and keeps always up-to-date the federal and |; 

state iaws on labor and allied topics, including: Wage 
and Salary Stabilization Law, War Labor Disputes Act, CCH) 
Overtime Pay Order, National Labor Relations Act, Fair 


Labor Standards Act, public contracts laws relating to 

wages and hours, anti-injunction laws, state labor LABOR 
relations acts, state wage and hours laws, etc. 

Everything is arranged for quick reference or careful LAW 


study in convenient loose leaf binders behind tabbed 


guides. Pertinent court decisions originally reported S FE: RV] CE 


currently in loose leaf form are reissued in bound 
volumes as needed, and supplied without extra charge. LOOSE LEAF 


ALWAYS UP-TO-DATE 














COMMERCE) CLEARING: HOUSE, ING., 
PUBLISHERS OF LOOSE LEAF LAW REPORTING SERVICES 








NEW YORK 1 CHICAGO 1 WASHINGTON 4 
EMPIRE STATE BLDG. 214 N. MICHIGAN AVE. MUNSEY BLDG. 
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When the Light 
72 Green 74 ‘“-- 


YOU'LL WANT SALES REPORTS 
OF EVERY DESCRIPTION 


When you “go to market” again you'll 
find everything changed; an entirely 
new set of sales problems will face you. 
The migration of population has made 
all market studies obsolete. Your old 
competitors will offer new models. New 
competition will be nibbling at your 
old-established accounts. Will the 
market demand higher- or lower-priced 
models and styles? These and a hundred 
other important problems will face sales 
managers before long. 


Have you considered putting your Sales 
Analysis section in order before the day 
the answers are needed? Keysort 
produces sales reports of every 
description easily through a_ simple 
routine. 























STEEL HINGE—cat Weyf LOCK BOOSTER —a 
points of greatest ¥ : *; single booster lever 
wear. FIBRE BACK — es 3 ; opens and closes rings 
will not scuff or chip. ; * == and locks them. 





STEEL HINGE RING BOOKS 
are again available! 


The easing of restrictions on steel for parts and mechanisms 
has made it possible for us to resume production on the popu- 
lar “4800” line. 

* 
FLEXIBLE IMITATION LEATHER COVERS ONLY 


Today's postwar planning demands live facts. Facts and 
records kept on punched sheets, filed in a handy National Steel 
Hinge Ring Book, provide live data at your finger tips. 


If your stationer doesn’t have National Steel Hinge Ring 
Books immediately available, he will have them soon or can 


=e. y et them for you. 
co | 8 Y 
vy 


NATIONAL BLANK BOOK COMPANY 


HOLYOKE, MASSACHUSETTS 
NEW YORK BOSTON CHICAGO SAN FRANCISCO 
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Simplified Payroll System 


—completes records in half the time 





p> ELIMINATES All but One 
Record for Each Employee 


p> SAVES Priceless Office Hours 


p> INSURES Tax Records Always 
Up-to-Date and in Balance 


p> EXCELS in Speed and Simplicity 


Whether you have 13 or only 4 individual records for each 
employee, you can now eliminate all but ONE. 





Sounds fantastic! But it has already been done for the 
thousands of companies—who are using Shaw-Walker’s 
Simplified Pay Roll System. 


These companies are saving up‘to 67% of the time formerly 
required for production of pay roll records. 


The Shaw-Walker Pay Roll System is very simple. No 
machine is required. — Any clerk can operate it. — Anyone 
can understand the entire operation within ten minutes. 


We will gladly show you this system in your office or send 
descriptive literature, whichever you choose. 


“Built Like a 


in) SHAW-WALKEF 


Chrysler Building — MUrray Hill 6-1100 
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LARGEST EXCLUSIVE MAKERS OF OFFICE FURNITURE AND FILING EQUIPMENT IN THE WORLD 
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| THE SOBELSOHN | 
_ ©. P.A. Examinations Training Courses | 


offer intensive and effective preparation for C.P.A. Examinations in New 
York State and elsewhere. Three, Five and Nine Month Courses meet 


individual needs. Taxation Courses 

covering Federal and State income taxes, social security taxes, etc., fully meet 
the requirements of accountants and others seeking a comprehensive working 
| knowledge of tax practice. 


| NEW YORK C.P.A. THEORY QUESTIONS WITH ANSWERS 
By JOSEPH C. MYER, B.S., LL.D. 


Certified Public Accountant of the States of New Jersey and New York. 
Late Dean of St. John’s University, School of Commerce 





Revised and brought up-to-date by 
ANDREW NELSON, LL.B., C.P.A. 


and 


JACOB SOBELSOHN, B.C.S., C.P.A. 
NOW AVAILABLE FOR DISTRIBUTION 


For details, communicate with 
JACOB SOBELSOHMN, C.P.A. 
250 West 57th St. (Fisk Building) Rooms 1327-28 New York 19, N. Y. 
Telephone COlumbus 5-0819 
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This American is not expected to buy an 
extra War Bond in the 5% WAR LOAN 








But we are. to you and asks you to buy extra Bonds, 
For each of us here at home, the job think how much you’d give to have 
now is to buy extra Bonds—100, 200, | this War over and done. 


even 500 dollars worth if possible. Then remember that you’re not giv- 
Many of uscando much more than ing anything. You’re simply lending 
we ever have before. money—putting it in the best invest- 





When the Victory Volunteer comes ment in the world. 


Let’s Go... for the Knockout Blow! 


YOUR NAME HERE 


This is an official U. $. Treasury advertisement—prepored under auspices of Treasury Department and War Advertising Council 
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Use it up... 





$ 
That’s the thing to do in wartime. Eat 
every bite of food, save every scrap of soap, 
makea patriotic habit of stretching all the 
supplies in the house so they go further. 


Wear it out... 





This year old coats, old shoes, are a badge 
of honor. They show you’resensibleenough 
to know that one way to keep prices down 
is to wear your old things out! 





Make it do... 





Before you spend a penny in wartime, ask 
yourself, “‘Do I really need this? Or do I 
have something now that will do?” As you 
patch and darn, you keep prices down. 











When yo:1 put your money in War Bonds, 
in savings, in taxes, in insurance—you’re 
helping to fight the war and build a sound, 
stable nation for the peace to come. 





It’s your money you're saving when 
you help keep prices down. For it’s buy- 
ing too much when there’s too little to 
buy that sends prices up. And when 
prices go up—and keep going up—your 
savings, your future, are in danger. 


How can you help keep prices down? 


By never spending a thin dime you 
could turn into a War Stamp. By think- 
*Nip”’ at 


every urge to open your purse. 


ing twice—and _ thinking 


By wearing old things out, making 
makeshiftsdo. Remember, it’s the things 
you don’t buy that keep prices down! 


See that prices go no higher... 


Be a Saver—not a Buyer! 


A UnitedStates war message prepared by the War Advertising Council; approved by the Office of War 
Information; and contributed by this magazine in cooperation with the Magazine Publishers of America. 3 4 
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